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LEGISLATIVE PROPOSALS
TO HELP FUEL CAPITAL
AND GROWTH ON MAIN STREET

Wednesday, May 23, 2018

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
SECURITIES, AND INVESTMENT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:03 a.m., in room
2128, Rayburn House Office Building, Hon. Bill Huizenga [chair-
man of the subcommittee] presiding.

Present: Representatives Huizenga, Hultgren, Wagner, Poliquin,
Hill, Emmer, Mooney, MacArthur, Davidson, Budd, Hollingsworth,
Maloney, Sherman, Scott, Himes, Ellison, Foster, Sinema, Vargas,
Gottheimer, and Gonzalez.

Also present: Representative Hensarling.

Chairman HUIZENGA. The committee will come to order. The
Chair is authorized to declare a recess of the committee at any
time. This hearing is entitled, “Legislative Proposals to Help Fuel
Capital and Growth on Main Street.” And I now recognize myself
for 4 minutes to give an opening statement.

We all know that small businesses are what drive the American
economy. These innovators, entrepreneurs, and risk-takers are crit-
ical to our country’s economic prosperity. Small businesses helped
create more than 60 percent of the Nation’s new jobs over the past
2 decades. So if our Nation is going to have an opportunity that
provides opportunities for every American, then we must promote
and encourage the success and growth of our small businesses and
startups.

In order to succeed, these companies need capital and credit, the
lifeblood for growth, expansion, and job creation, yet the Govern-
ment continues to construct arbitrary walls that cut them off from
central financing, the smaller companies are caught up in red tape
created for the largest public companies that have the financial
means to hire lawyers, accountants, managers, and consultants to
guide them through the sheer size, volume, and complexity of the
Federal securities laws.

Since becoming Chairman of this subcommittee, one of my big-
gest concerns is the declining number of public companies, which
has led to fewer investment opportunities for Main Street inves-
tors. IPOs, or initial public offerings, have historically been one of
the most meaningful steps in the lifestyle of a—lifecycle of a com-
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pany. Going public not only affords companies many benefits, in-
cluding access to capital markets, but IPOs are also important to
the investing public.

However, over the past 2 decades, our Nation has experienced a
37 percent decline in the number of U.S. listed companies. Equally
troubling in my eyes, we have seen the number of public companies
fall to around 5,700. These statistics are concerning because they
are similar to the data that we saw in the 1980’s when our econ-
omy was less than half of its current size.

These statistics demonstrate that regulatory costs associated
with going public is deterring new and emerging companies from
making the decision to go public, thus preventing our capital mar-
kets from reaching their full potential.

However, Congress has made strides in tailoring the regulatory
environment for smaller companies, most notably when we passed,
with strong bipartisan support, the Jumpstart Our Business
Startups, or JOBS Act, in 2012. Signed into law on April 5 of 2012,
the JOBS Act, which consisted of six bills that originated here in
the House Financial Services Committee, was designed to help
small companies gain access to capital markets by lifting burden-
some securities regulation. By helping small companies obtain
funding, the JOBS Act has facilitated economic growth and job cre-
ation.

Even President Obama called the law a game changer for entre-
preneurs and capital formation. To further quote the words of
former President Obama, the first JOBS Act was, quote, one useful
and important step along the journey of removing barriers that
were preventing aspiring entrepreneurs from getting funding. I
completely agree.

Unfortunately, we need capital—much needed capital is unneces-
sarily left be—left on the sidelines right now. These small busi-
nesses make up 99 percent of all enterprises in America and em-
ploy about half of the American workforce, but they are being left
behind as our economy continues to recover. The big are getting
bigger, the small are getting smaller, and fewer small businesses
are actually forming in the first place.

Regulatory tape is preventing small businesses from realizing
their full potential. While small and middle market business opti-
mism hover around record levels, burdensome red tape still is their
ability—hampers their ability to obtain important capital to grow
and thrive. Small businesses depend on access to financing to get
off the ground, sustain operations, manage cash, make payroll, and
create jobs, the very financing that all too often doesn’t come
through.

Implementation of the JOBS Act has demonstrated that while to-
day’s capital formation framework is better than it was 6 years
ago, those 6 years have made clear that the JOBS Act was not just
some magic formula. Aspects of the JOBS act, as well as JOBS 2.0,
can and should be improved and other reforms should be imple-
mented to further unleash innovation.

Our hearing today will examine several legislative proposals that
will help fuel capital and economic growth on Main Street. Many
of those proposals were outlined in the Expanding the On-Ramp re-
port that was released last month by the U.S. Chamber of Com-
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merce for capital markets competitiveness, BIO (Biotechnology In-
novation Organization), SIFMA (Securities Industry and Financial
Markets Association), Nasdaq, National Venture Capital Associa-
tion, American Securities Association, dealer—Equity Dealers of
America, and TechNet.

It is time for Congress to advance a broader capital formation
agenda. Let us continue to build upon the success of the bipartisan
JOBS Act by further modernizing our Nation’s securities regulatory
structure to ensure a free flow of capital, job creation, and economic
growth. It is time to get the Federal Government working to sup-
port innovation, reward hard-working Americans, and lay the
groundwork for tomorrow’s economy.

And with that, the Chair now recognizes the Ranking Member of
the subcommittee, the gentlelady from New York, Mrs. Maloney,
for 5 minutes.

Mrs. MALONEY. I thank the Chairman for calling this important
meeting, and welcome to all of our panelists. This hearing will con-
sider 11 different bills designed to increase capital formation. Some
of these bills have been considered by this committee before, while
others are new proposals that we are seeing for the first time.

One bill in particular, H.R. 5054, which is the XBRL bill, is
something I have expressed strong opposition to, and I continue to
believe this proposal will harm, not help, capital formation, espe-
cially for small companies. Structured data like XBRL has enor-
mous potential to improve our financial markets. It is the wave of
the future, to make them more efficient, more transparent, and
more accessible to ordinary investors.

Structured data puts all public companies, large and small, on a
level playing field by making it easy for investors and analysts to
quickly download standardized financial statements for an entire
industry, and immediately start making cross-company compari-
sons to identify the best performers. This will enable investors to
more easily identify those small companies with innovative busi-
ness models that are true diamonds in the rough.

Ultimately, this makes our markets more efficient and our econ-
omy more productive, and helps small businesses. So I am still
very concerned about a proposal that would completely exempt over
50 percent of all public companies from the requirement to file
their financial statements using the efficient XBRL model.

Another bill, H.R. 5756, would make it more difficult for share-
holders to influence the management of the companies that they
own. Currently, the shareholders can re-file a proposal, which will
get voted on at the company’s annual meeting. If it received at
least 3 percent of the vote the first time it was submitted, 6 per-
cent the second time, 10 percent the third, H.R. 5756 would make
it more difficult for shareholders to re-file proposals by raising this
threshold to 6, 15, and 30 percent.

Oftentimes these proposals that the shareholders put forward
help the companies grow, they are innovative ideas. According to
a letter from the Council of Institutional Investors, and I quote, “It
often takes several years for a proposal regarding an emerging
issue to gain enough traction with investors to achieve double-digit
votes,” end quote. But they go on to note that, “In many cases,
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these proposals eventually receive substantial support, leading to
widespread adoption by companies,” end quote.

So cutting off these shareholder proposals on emerging issues
could prevent positive long-term changes from being adopted.

Finally, H.R. 5877, introduced by Mr. Emmer, would allow for a
new type of exchange specifically for small companies, a so-called
venture exchange. I am certainly not opposed to the concept of a
venture exchange, but I—I think it is important to get the details
right. In particular, the bill would exempt any stocks traded on a
venture exchange from State securities laws, which has historically
only been allowed for larger, more mature companies that trade on
full national securities exchanges.

I will be interested to hear from our witnesses on whether this
State preemption is truly necessary for venture exchanges to be
successful, or if there are alternatives that could achieve the same
goal without State preemption, which is always contentious.

As I noted earlier, many of these are new proposals that this
subcommittee has not considered before, so I am very eager to hear
the testimony today.

And before I yield back, I would like to place in the record sev-
eral letters that industry representatives have asked me to put in
the record, one from the Council of Institutional Investors, one
from Morningstar, one from OTC Markets, and XBRL US. I ask
unanimous consent.

Chairman HUIZENGA. Without objection.

Mrs. MALONEY. And I thank very much the Chairman. I look for-
ward to the testimony, and I yield back. Thank you.

Chairman HUIZENGA. The gentlelady yields back. We too are
looking forward to this testimony.

With that, I would like to recognize the gentleman from Illinois,
the Vice Chairman of this subcommittee, Mr. Hultgren, for 5 min-
utes.

Mr. HULTGREN. Thank you. Thank you, Chairman Huizenga, for
convening this hearing. Access to capital markets in job creation is
incredibly important in my district, and this subcommittee has the
key responsibility of making sure the U.S. capital markets remain
competitive.

I believe that it is extremely important for us to continue this
work. I would also like to thank our witnesses for their work on
the recent report Expanding the On-Ramp recommendations to
help more companies go and stay public. The experts we have be-
fore us today will be important partners as we craft more legisla-
tion in the spirit of the JOBS Act.

I know the JOBS Act has made a meaningful impact in Illinois,
and I am eager to hear how Congress can do more to spur capital
formation. The Encouraging Employee Ownership Act, which I
sponsored with John Delaney here in the House, will soon be on
its way to the President’s desk for a signature, and I am hopeful
to work on new legislation to help with job growth in Illinois.

And as has already been stated, and I know will be stated mul-
tiple times, we can’t lose sight of the fact that the number of public
companies today is about half what it was 20 years ago. We went
from about 8,000 public companies in 1996 to some 4,400 public
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companies today. We need to learn more why this is, and how Con-
gress can help change the trajectory.

Thank you, and I yield back.

Chairman HUIZENGA. Gentleman yields back. Today we welcome
the testimony of a large panel, but we think—we wanted to get a
cross-section on a number of things to—and issues to—to deal with
today.

First and foremost, we have Mr. Brett Paschke, the Managing
Director and head of capital markets for William Blair, on behalf
of the Securities Industry and Financial Markets Association, or
SIFMA.

Next we have Mr. Edward Knight, Executive Vice President and
General Counsel for Nasdaqg OMX.

Next we have Mr. John C. Coffee, Jr., who is the Adolf A. Berle
Professor of Law at Columbia Law University—or, Law School.

Next we have Mr. Barry Hahn, Chief Financial Officer of
GlycoMimetics, Inc., on behalf of the Biotechnology Innovation Or-
ganization, or BIO, organization.

Next, we have Mr. Barry Eggers, a Founding Partner of
Lightspeed Venture Partners on behalf of the National Venture
Capital Association.

Tyler Gellasch is next, who is the Executive Director of the
Healthy Markets Association.

And last but not least, Mr. Tom Quaadman who is the Vice
President of the Center for Capital Markets Competitiveness for
the U.S. Chamber of Commerce.

Each of you will be recognized for 5 minutes to give an oral pres-
entation of your testimony. Simple math says we have 35 minutes
of testimony in front of us here, so feel free, if you have the ability
to shorten that up, so we can get to questions, that is—that is fine,
but it is your 5 minutes.

And with that, Mr. Paschke, you are recognized for 5 minutes.

STATEMENT OF BRETT PASCHKE

Mr. PASCHKE. Thank you. Chairman Huizenga, Ranking Member
Maloney, and members of the subcommittee, thank you for the op-
portunity to testify today on the importance of preserving the vi-
brancy of our public capital markets. My name is Brett Paschke,
and I am the Head of Equity Capital Markets at William Blair tes-
tifying today on behalf of STFMA.

I joined this industry because I wanted to help business founders
raise capital to build companies, invent products, solve problems,
cure diseases, create jobs, and provide wealth creation opportuni-
ties for the investing public. All these years and many deals later,
I am still motivated and inspired by the opportunity to help our cli-
ents achieve their missions.

On the Capital Markets side of William Blair’s business, for
which I am responsible, we are best known for serving the needs
of small and mid-cap growth companies, including many innovative
leaders in technology, health care, and life sciences. Over the last
10 years, we have been an underwriter on approximately 20 per-
cent of all U.S.-listed IPOs. I will do my best to bring these per-
spectives and experiences to the subcommittee today, as I did in
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serving on the task force that put together the recommendations
that ultimately created the JOBS Act.

I still believe, as I believed then, that no single policy change will
reverse the decline in public listed companies or unlock the IPO
market. The authors of the JOBS Act understood this, and wisely
took a holistic approach to improving capital formation. Policy-
makers today should take on our present challenges with a similar
mindset.

It is difficult to overstate the changes that have occurred in U.S.
public capital markets over the last 20 years. An explosion in pri-
vate funding, the rise of index and passive investing, electronic
trading, hedge funds, consolidation, and regulation have all played
a role in reshaping our markets.

Unfortunately, not all of these changes have been positive. As
has been noted often, the number of publicly listed companies in
the U.S. has fallen by almost 50 percent since 1996. The explosion
of private capital markets has allowed companies to grow their
businesses and valuations without ever tapping public markets.

It is worth discussing why this evolution matters. One important
implication is that many startup companies are being built to be
sold as opposed to being built to be independent public companies.
This often does not lead to the same level of expansion and job
growth with a long life as an independent public company does.

Another important implication is that access to the private mar-
kets is limited to a much smaller group of high net worth individ-
uals and institutions, effectively excluding retail investors from the
value creation that occurs within these opportunities. Our public
markets provide much greater access to wealth creation, from di-
rect retail investing to the mutual funds that manage money on be-
half of individuals, retirement plans, pension funds, and endow-
ments. Indeed, the need to support our public capital markets is
why SIFMA and a broad coalition of stakeholders joined together
recently to produce a report on these topics.

We also support many of the draft bills that have been released
alongside this hearing, and, in particular, the draft legislation
which would extend the EGC (emerging growth company) on-ramp
from 5 to 10 years.

The JOBS Act’s on-ramp of tailored financial reporting require-
ments and auditing and accounting standards greatly ease the bur-
den for smaller companies going public. Providing a longer runway
for companies to scale up to the full reporting requirements should
incentivize more issuers to go and stay public. We also have the
benefit now of having seen companies operate under these rules
and investors react to them for 5 years, which can inform that ex-
tension.

Another critical topic to explore is the provisioning of research on
publicly traded companies, which I believe is one of the most im-
portant and least understood facets of our public capital markets.
At William Blair, we provide sell side research for over 600 public
companies, with a focus on small and mid-cap stocks.

SEC (U.S. Securities and Exchange Commission) Rule 139 pro-
vides a safe harbor for research produced by broker-dealers partici-
pating in distribution if the issuer is a large reporting company
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under the ‘34 Act. We feel that this safe harbor should be extended
to smaller issuers as well.

In conclusion, I would flag that policymakers certainly have a
challenge before them, in improving the vibrancy of our public cap-
ital markets and balancing investor protections. But the U.S. cap-
ital markets are the envy of the world and worth the effort to pre-
serve. SIFMA and its members stand ready to assist the committee
and the SEC in this important endeavor, and I look forward to
your questions.

[The prepared statement of Mr. Paschke can be found on page
102 of the Appendix.]

Chairman HUIZENGA. Thank you very much for your testimony.
With that, Mr. Knight, welcome back and you are recognized for 5
minutes. And if you can make sure that microphone is on and close
to you. Thanks.

STATEMENT OF EDWARD KNIGHT

Mr. KNIGHT. Yes. Thank you, Mr. Chairman and Ranking Mem-
ber Maloney. I am Ed Knight, I am the Chief Legal and Policy Offi-
cer at Nasdaq. And the question before you today is: How can we
ensure the continued success of the U.S. public company model?
When we think about that at Nasdaq, we go back to the beginning
of our history in 1971, where we were the first in the world to have
an all-electronic market with enhanced transparency through tech-
nology to protect investors.

Many thought we would fail. Many were against it, but the laws
in the United States and regulations were flexible enough to allow
it. We did succeed, and today we have 2,977 highly innovative en-
trepreneurial companies creating jobs and growing the economy
every day. Among those companies are the five largest operating
companies on the globe.

But at the core of our DNA is working every day to make a mar-
ket for early stage companies, high-growth companies that will be
the future Amazons, Googles, and Microsofts.

A little over a year ago, we looked at the question of the vibrancy
of our markets and found that they were not very attractive to en-
trepreneurs, and very importantly, they did not meet the needs of
individual investors who were often locked out of investing in these
early stage, high-growth companies.

We looked at what were the possible solutions, we consulted ex-
perts from around the country, and we put together a number of
proposals that we are proud to say are embedded in some of the
legislation before you today.

This legislation does not represent radical change. We are not
suggesting that you defund the SEC. We like the SEC, we want
you to fund the SEC. We are not suggesting that we depart from
the materiality disclosure standard that is embedded in U.S. law.
These are largely technical changes. Some of these changes have
been proposed by the SEC or adopted by the SEC through regula-
tion. Some of them are extensions of the JOBS Act.

And frankly, we do not believe these are partisan issues. The
JOBS Act was signed in a Rose Garden ceremony by President
Obama. I served 7 years in the Clinton Administration Treasury
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Department. Such considerations are not relevant to this debate, in
my view.

The changes that are being proposed are part of the natural proc-
ess of updating rules based upon experience with regulation. We
work with these rules every day. They directly regulate our econ-
omy. In some cases, we have worked with them for decades. We
know what works and what doesn’t. The economy evolves rapidly
and our regulations should also evolve with it.

If these changes are merely technical, why do we care? Why do
you have this coalition that supports it so strongly? Is there some
hidden agenda here? I would submit that by moving forward with
these ideas, all that Congress is doing is signaling a willingness to
work alongside entrepreneurs to make the markets stronger while
preserving investor protection. This builds business confidence,
which is the cheapest form of economic stimulus.

I want to just highlight a couple of elements of the bills with—
before you. The venture exchange legislation addresses an issue
that everyone recognizes that works with the markets, and that is
they are designed to help large companies trade their securities.
They are not designed to help small companies do it.

The market structure that applies today fragments liquidity
across 50 or more venues. The venture legislation would allow a
company, not a stock exchange, not a broker-dealer, but the com-
pany to elect to have all that liquidity trade at one place so we
would have deeper liquidity and these markets would work better
for smaller companies.

The 10-Q optionality bill, I would submit, would enhance disclo-
sure by putting before investors an enhanced financial disclosure.
At this moment, we have a two-part disclosure regime in which
companies file an 8-K with their financial results, and a few weeks
later a 10-Q that no one reads.

Give them the option, as under the venture legislation—the com-
pany the option to consolidate the material changes since their last
quarter along with their financial disclosures, instead of making
them file a 10-Q—which most people do not read—what moves the
market is the 8-K, not the 10-Q.

The selling disclosure legislation would also enhance disclosure.
We have disclosure about long holdings, but not short holdings.

Much of the other legislation, as I said, is—are extensions of
ideas that the SEC has proposed in the Obama Administration that
have been part of regulations that had been adopted by the SEC
and would codify those.

We think they are modest.

Chairman HUIZENGA. Sorry—sorry, Mr. Knight, your—

Mr. KNIGHT. Thank you.

[The prepared statement of Mr. Knight can be found on page 94
of the Appendix.]

Chairman HUIZENGA. Your time has expired. I am going to try
and keep a tight rein on that for this. And with that, Mr. Coffee
you are—you are afforded 5 minutes.

STATEMENT OF JOHN COFFEE

Mr. CorreEi. OK. Thank you Mr. Chairman, Ranking Member
Maloney, and fellow members of the committee.
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We have essentially been asked to comment on 11 proposals. On
overview, I think these proposals range the gamut from promising
ideas and useful studies that should be conducted to ideas that are
irredeemably bad and would degrade our disclosure system.

But all of these 11 ideas come from one common source: This Ex-
panding the On-Ramps study. And it in turn, in connection with
the JOBS Act, is based on the same idea that moved the JOBS Act.
That somehow the SEC discourages IPOs because of overregulation
and very costly rules.

I think the vast majority of professors who study this area, of
law professors and finance professors, think that is very overstated
and borders on a myth. It is a myth that gets perpetually—contin-
ually asserted, and I think we should understand what reality
looks like.

The world changed dramatically in 2001, when the high hot issue
bubble crashed. We have never approached that level of IPOs since.
It was like the falling off of a cliff. And what caused this? Well, we
should remember that underregulation can be even more dan-
gerous than overregulation. Underregulation caused investors to
flee the new issue market, and we have never gotten many of them
back.

The JOBS Act didn’t really cure this problem at all. IPO volume
continued to fall, and in 2015 and 2016 it was lower than in years
before the JOBS Act. Although there has been some comeback this
year in high-tech offerings, the smaller offering continues to ap-
proach extinction. Small offerings are both few and generally un-
profitable.

Now, if all this were caused by high regulatory costs and SEC
overregulation, then the decline in IPOs would be a uniquely Amer-
ican problem caused by American overregulation. But it is not an
American problem. It is a worldwide problem. IPO volume has de-
clined even more dramatically in Canada, and the decline in Eu-
rope and Japan is as great as the decline in the U.S. of IPOs by
number of offerings.

And because Canada has no national securities regulator, there
was no overregulating national adviser. There are 11 different
provinces and IPOs are virtually extinct in Canada currently.

Something else is causing the problem. What else is there? I will
give you two principal causes, although there are others. They
would be, first, private companies find it easier, quicker, and
cheaper to raise capital in robust private markets where litigation
risk is much, much lower, private firms can raise capital in these
markets in weeks, not months, and with much less diversion of ex-
ecutive time. That is reason one.

Two, IPOs for smaller firms have been consistently unsuccessful
for a sustained period. Jay Ritter, a prominent finance economist,
in his latest study finds that about 80 to 90 percent of these small
offerings are characterized by negative earnings-per-share in subse-
quent years.

In short, small issuers remain unprofitable, and as a result ana-
lysts and underwriters are coming to shun these deals. Academic
research suggests that the relative disappearance of small IPOs is
probably because these smaller issuers cannot gain the economies
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of scale and scope that are increasingly necessary to compete in a
globalizing market.

Is there a crisis? I suggest not. A company can get capital easily
in the venture capital market, and the smaller firms, although I
wish they could find a way to do an IPO, can get successful exit
strategies through the merger market. Frankly, the smaller firm
gets a much higher price in the merger market than in the IPO
market, and thus it will go in that direction.

Given these problems, I don’t think we should relax disclosure
and Government standards to encourage more small IPOs that are
already losing money.

In my last half minute, let me give you my nominations for the
best and worst ideas among these 11. I think one truly promising
idea is venture exchanges, but it has a very flawed execution here.
The way this bill is drafted, it looks like a fly by-night group could
set up its own venture exchange tomorrow, and the SEC would be
in the position of an overworked fireman racing from fire to fire to
put out the various crises.

And if you think that is not possible, you should look at what is
going on in the cryptocurrencies exchanges, where we see some
very disreputable people working behind exchanges. The idea that
I think is most problematic—and I will stop here—is the idea of
substituting a press release for the form 10-Q. That would really
end our disclosure system as we know it today.

Thank you.

[The prepared statement of Mr. Coffee can be found on page 42
of the Appendix.]

Chairman HUIZENGA. Thank you, the gentleman’s time has ex-
pired. And with that, I owe Mr. Brian Hahn an apology. I was
going to my list, and Barry Eggers and Brian Hahn sitting next to
each other. So with that, Mr. Brian Hahn, you have 5 minutes.

STATEMENT OF BRIAN HAHN

Mr. HAHN. Good morning, Chairman Huizenga, Ranking Member
Maloney, and members of the Capital Markets, Securities, and In-
vestments Subcommittee.

My name is Brian Hahn, and I am the Chief Financial Officer
of GlycoMimetics, a 48-employee public company based in Rock-
ville, Maryland. I am happy to be here today to discuss proposals
to help fuel capital and growth, and how they will help
GlycoMimetics and other early stage biotechnology companies in
our pursuit to fund the next generation of treatments.

The ability of growing business to access the public markets is
of paramount importance to biotechnology innovation, because in-
vestment capital is the lifeblood of scientific advancement. It can
cost over a billion dollars to develop a single treatment, and most
companies spend more than a decade in the lab before their first
therapy is approved.

During this long development process, virtually every dollar
spent by an emerging biotech company comes directly from inves-
tors. To that end, the JOBS Act has been an unqualified success,
enhancing capital formation and allowing 260 biotechnology compa-
nies to focus on science. It certainly helped pave the way for
GlycoMimetics’ TPO in January 2014, and has helped us nearly



11

double our employee headcount and move three new drug can-
didates into human clinical trials.

Given the long development timelines and substantial costs, leg-
islation being considered today that would extend the JOBS Act on-
ramp and provide other relief for emerging innovators would be ex-
tremely Dbeneficial for growing companies like mine. When
GlycoMimetics rolls off its EGC status in a few short months, we
will lose the key JOBS Act exemption and will be subject to the er-
roneous and expensive disclosure burdens as mandated by Sar-
banes-Oxley Section 404(b).

While a private company, our audit fees were just $40,000 a
year. After our IPO, our audit fees increased by roughly $500,000
due to the existing regulatory environment from public companies.
Absent additional exemption, we expect our SOX 404(b) compliance
obligations to alone more than double our cost to as much as $1.2
million annually starting in January 2019, when our 5-year exemp-
tion ends.

I would like to thank Representatives Kyrsten Sinema and Trey
Hollingsworth in this subcommittee for their efforts in drafting
H.R. 1645, the Fostering Innovation Act. This bill recognizes that
a company that maintains the characteristics of an EGC is very
much still an emerging company, even if it has been public for
longer than 5 years. I am hopeful that the Senate will also recog-
nize the importance of the Fostering Innovation act in a timely
manner before any more companies are rolled off the JOBS Act
provision and subject to the rules of—burdens.

In addition, draft legislation being considered by the committee
today that expands the SEC’s definition of non-accelerated filer
would also help small business innovators avoid the burdens of
Section 404(b). Under current SEC rules, companies qualify both as
an SRC and a non-accelerated filer if their public float falls below
75 million. SRCs benefit from scaled obligation under regulation
SK and regulation SX, while non-accelerated filers are exempt from
Section 404(b). Increasing the public float cap and adding an an-
nual revenue test would be tremendous benefit to small business
innovators.

Another issue of concern for small public companies is proxy ad-
visory firms. I want to thank Congressmen Sean Duffy and Greg-
ory Meeks for their bill, H.R. 4015, the Corporate Governance Re-
form and Transparency Act, which passed the House last December
on a bipartisan basis.

The role of proxy advisory firms has grown to have an outsized
influence in the decisionmaking processes of emerging biotechs and
their shareholders. When a proxy firm issues a recommendation
that is not applicable to an emerging biotech and remains unwill-
ing to consider alternative approaches or methodologies, it can
harm a company’s relationship with its shareholders, and distract
management from the core business of the company.

I would also like to thank Representative Dufty for H.R. 5756,
which would adjust certain resubmission thresholds for redundant
shareholder proposals that burden many small biotechs.

I would like to take a moment to discuss the problem of manipu-
lative short-selling and express my support for a disclosure regime
for short sellers. The unique business model for groundbreaking in-
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novation leaves emerging biotechs particularly vulnerable to stock
manipulation.

BIO acknowledges that appropriate shorting can support the sta-
ble, liquid markets that fuel the growth of emerging biotech
innovators, however, we strongly believe that current lack of trans-
parency related to short positions is enabling trading behaviors
that unfairly harm growing companies, long-term investors, and
most importantly, patients.

Finally, I would like to mention XBRL compliance, an issue that
seems technical but can have significant costs for small companies
like mine. The Extensible Business Reporting Language is an at-
tempt to make it easier for investors to compare financial data, but
with—as with many of the issues I have discussed today, it dis-
propo;"ltionately affects small issuers due to its one-size-fits-all ap-
proach.

Cost of compliance can be significant. GlycoMimetics is forced to
spend $50,000 to $60,000 every year on XBRL and without much
benefit to investors. Biotech investors are less concerned with the
reporting metrics that XBRL compares and more concerned with
the actual science of the company and their path forward toward
FDA (Food and Drug Administration) approval, and ultimately get-
ting the drug to the market.

BIO appreciates, therefore, Congressman David Kustoff's legisla-
tion, H.R. 5054, the Small Company Disclosure Simplification Act
that exempts EGCs from XBRL reporting requirements and pro-
vides temporary XBRL exemptions for companies with revenues
below $250 million.

I would like to thank the subcommittee for considering further
initiatives for small business innovators, and I look forward to an-
swering any questions that you may have.

[The prepared statement of Mr. Hahn can be found on page 88
of the Appendix.]

Chairman HUIZENGA. Thank you for that. Mr. Eggers, you have
5 minutes.

STATEMENT OF BARRY EGGERS

Mr. EGGERS. Chairman Huizenga and Ranking Member Maloney,
thank you for the opportunity to testify here today on the impor-
tant subject of capital markets reform and encouraging more U.S.
public companies.

My name is Barry Eggers, and I am a founding Partner at
Lightspeed Venture Partners, a venture capital firm that invests in
and works closely with cutting-edge technology startups. We invest
in areas such as information technology, big data, cloud computing,
networking, eCommerce, and consumer marketplaces. I am here in
my capacity as a board member of the National Venture Capital
Association.

Let me begin by explaining why venture capitalists care about
policy issues pertaining to our public capital markets. There are
three main ways that venture capitalists exit an investment. Num-
ber one, a merger or acquisition; number two, an initial public of-
fering, or IPO; or number three, a business failure.

While the vast majority of venture capital investments are in pri-
vate emerging growth companies, or EGCs, recent research has
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shown that nearly half of all companies that have gone public since
1979 have been backed by venture capital. In other words, VCs
build the product for the IPO pipeline.

To provide a little background on venture capital, we are inves-
tors in the Nation’s startups. At Lightspeed, for instance, we invest
early in a company’s life, often when there are a few founders try-
ing to build out a new concept.

We work with these entrepreneurs to grow the company into a
successful enterprise, including providing mentorship and strategic
advice, helping them hire new employees, introducing them to po-
tential customers, and providing additional rounds of financing to
fuel continued growth. This work typically takes a lot of patience
over a long time horizon. At Lightspeed, the average time to IPO
from first investment is roughly 8 years.

I have been a venture capitalist for over 2 decades, and in the
technology ecosystem for over 30 years. When I first got started in
the business, the goal of most entrepreneurs was an IPO, and
many companies were successful in that endeavor, such as Maker
Communications, a company I invested in that went public in 1999.
Maker had quarterly revenue of $3 million prior to their IPO, and
went public at a valuation of $230 million.

Twenty years later, many entrepreneurs now view the public
markets as hostile to small-cap companies and would rather have
the certainty of a trade sale than deal with the challenges, com-
plexities, and costs of running a public company.

And for those that do go public, they often do so when they have
grown to a size that can better bear the burdens that come with
being public, such as Nimble Storage, another company I invested
in which went public in December 2013, and is representative of
the first batch of EGCs to go public under the 2012 JOBS Act.
Nimble had quarterly revenue of $33 million prior to their IPO,
which valued them at $1.5 billion; over 10 times larger in revenue
and six times more valuable than Maker.

My firm, Lightspeed, has one of the strongest track records of
IPOs since 2016. We have had seven portfolio companies go public
over the last 2-1/2 years. That is still less than 5 percent of the
145 active companies in our portfolio.

Avoiding the public markets has unfortunately become the preva-
lent view among many EGC executives. The issues that discourage
EGCs from going public can be grouped into three broad categories.
Number one, the increased cost and complexity of running a com-
pany; number two, the collapse of market-making infrastructure,
including research coverage; and number three, the challenges pre-
sented by a culture of short-termism.

In each category, since the turn of the millennium, policy
changes and industry trends have conspired to increase the
headwinds facing small public companies. I believe there are two
significant consequences arising from the lack of IPOs and the de-
cline in U.S. public companies; less job creation, and loss of invest-
ment opportunities for retail investors.

Research indicates that the lack of IPOs has cost the economy on
average about 2 million new jobs a year. From what I have seen,
many of these jobs can be the type that support middle-class fami-
lies and don’t necessarily require college degrees. Thinking, for in-
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stance, about human resources or administration jobs, which often
disappear after a merger.

A lack of IPOs has also had an impact on middle-class retirement
savings and retail investment portfolios. Think about Amazon,
Genentech, Microsoft, or Intel as examples of companies that cre-
ated exponentially more wealth in the public markets than private
markets.

The joint report endorsed by NVCA, Expanding the On-Ramp, of-
fers a blueprint for building off the success of the JOBS Act and
making it more attractive to be a public company. The report con-
siders a breadth of perspectives from company operators, people
whose job it is to facilitate public offerings, exchanges, and inves-
tors.

While I note several policy proposals in my written testimony, I
did want to take time to reference one now. I strongly support the
proposal to allow any investment in an EGC to be qualifying for
purposes of the VC exemption definition from the RIA regulatory
regime.

Congress created both the EGC definition and the VC exemption
for similar purposes; namely, a favorable capital formation regu-
latory environment for growing companies. That secondary share
purchases of EGCs are currently nonqualifying is becoming an in-
creasing challenge for VC funds that are forced to choose between
supporting their company’s growth while risking the significant ex-
pense and difficulty of registration, or passing on further capital
formation opportunities for certain portfolio companies. Happy to
answer any questions.

[The prepared statement of Mr. Eggers can be found on page 63
of the Appendix.]

Chairman HUIZENGA. Thank you, Mr. Eggers. Mr. Gellasch, you
have 5 minutes.

STATEMENT OF TYLER GELLASCH

Mr. GELLASCH. Thank you. Chairman Huizenga, Ranking Mem-
ber Maloney, and members of the subcommittee. Thank you for
holding the hearing today and for offering us the opportunity to ap-
pear.

I am the Executive Director of Healthy Markets Association, and
our members are the pension funds and investment advisors that
folks here seem to be concerned with in the public markets.

And today, we are here to discuss a least 11 legislative proposals,
so just let me cut to the chase: Not one of these proposals is likely
to measurably increase the investment in public capital markets or
improve the economy for Main Street, and several of the proposals
are likely to have the opposite effect.

The reason is simple. They either ignore or affirmatively harm
investors in the public markets. From the vantage point of an in-
vestor in the public markets, these proposals reduce the quantity,
quality, or utility of information available to them.

They increase the riskiness of a company’s financials, such as by
removing required audits of internal controls. They increase the
valuation risks of the company. They increase the costs of trading
those securities. They divert investment opportunities from the
public markets by further easing limits on private securities such
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as through the ventures exchange. And they decrease corporate ac-
countability to shareholders by restricting shareholder proposals,
by reducing access to proxy advisors, or other reforms.

The proposals aren’t offering any reason for investors to want to
put more money into the public capital markets, and so I will argue
that they will likely have the effect. I appreciate the Chairman’s
focus, and many of the folks here, on the public markets, but of
course they matter. Public securities are often accompanied by
more robust accounting and financial business disclosure practices,
and that is a given.

But they are also—information about public companies, including
third-party research, is more readily available and fairly distrib-
uted. Public securities are far more easily and reliably valued, and
really importantly from an investor’s perspective, liquidity is sig-
nificantly greater. Trading costs are significantly lower.

If we are talking about fractions of a penny a share, or a penny
a share, or maybe a few pennies a share in the public markets, we
are talking orders of magnitude greater cost for investors in the
private markets.

And frankly, that is a transaction cost. That is lost returns for
investors. Public securities are much more easily benchmarked,
such as against the S&P 500. These factors play an important role
for pension funds and investment advisors who are fiduciaries to
their beneficiaries to minimize costs and minimize risks.

Unfortunately for them, as many have noted here, the public
markets have dwindled. The vast majority of the decrease in public
companies, 2,800 of the lost companies, were lost before 2003. That
is well before Sarbanes-Oxley, and well before the Dodd-Frank Act
and its CEO pay ratio disclosures, and it was after proposals and—
that were implemented in the 1990’s to curtail private litigation.

So if those things didn’t cause the decline, what did? Well a lot
of things, but most importantly, the SEC and Congress, frankly, at
the urging of many of the folks I sit on the panel here with today,
spent years digging trenches to drain capital and companies out of
the public markets, usually in the name of promoting access to cap-
ital for small companies.

So put simply, many companies don’t go public anymore because
they can do things like raising money. We talked about the explo-
sion of private capital; that is it. We made it so that you can do
a private offering with a Super Bowl halftime commercial. You can
do it over an internet radio ad. That was never allowed before.

Policymakers’ and regulators’ obsession with IPOs is also some-
what misplaced. Do we really think it is a good idea to return to
the 1990’s, when a sock puppet can raise millions of dollars in an
IPO? Could it be that as—as Mr. Coffee alluded to, that perhaps
public investors are concerned with IPOs because they have chron-
ically underperformed the markets, and that a lot of the IPOs that
do come to market these days are exits from folks like venture cap-
ital firms and—and executives?

Do we really think that undercutting the reliability of a com-
pany’s financial reports or a company’s accountability to share-
holders is going to make investors more interested? We don’t. So
we offer three alternatives.
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First, we share the concerns with many about the lack of good
research into small cap companies, but rather than forcing inves-
tors to pay more for trading, as the failed Tick Pilot suggested, how
about we let investors separately shop for research in a trans-
parent market? To do that, we encourage you to direct the SEC to
empower investors to be able to separately shop for the research
they want and the trading services they need.

Second, we encourage you to reduce the exemptions and excep-
tions from the Federal securities laws. We should stop digging
trenches out of the public capital markets. It is time to put down
the shovels.

Third, we urge you to think about rules that promote industry
consolidation. The difference between large and small cap compa-
nies in raising capital has a lot of reasons, and I—thank you—I—
for the opportunity speak before you, and I look forward to ques-
tions.

[The prepared statement of Mr. Gellasch can be found on page
67 of the Appendix.]

Chairman HUIZENGA. I appreciate that, and Mr. Quaadman, you
have 5 minutes.

STATEMENT OF THOMAS QUAADMAN

Mr. QUAADMAN. Thank you, Chairman Huizenga, Ranking Mem-
ber Maloney, and members of this subcommittee. We appreciate
this subcommittee’s continued focus on issues related to business
creation and growth.

The atmosphere for business creation and the path for growth is
not what it should be. Systems that have supported the ability of
businesses to start and then grow from small to large have not
kept pace with the times or international competition.

We have seen 10 years after the financial crisis continued de-
pressed business creation rates, and we continue to be hundreds of
thousands of businesses short from where we should be, histori-
cally. We have also seen a 20-year decline in the number of public
companies and an anemic IPO market over the same period of
time. Indeed, we have seen a calcification of entrepreneurship,
where 50 percent of all business startups in the United States are
concentrated in 20 counties.

Action is needed. There are several reasons for these problems
and much needs to be done to address the situation, and indeed
some things have already been done. The JOBS Act and the JOBS
Act 2.0 measures in the Highway Bill have arrested the decline of
public companies and we have seen a modest increase in IPOs in
the 6 years since the JOBS Act passed.

S. 2155, which was passed by the House yesterday and should
be signed soon by the President, helps to restore community and
regional banks to being a Main Street business liquidity providers.
However, it is important to remember that 75 percent of all busi-
ness financing and development happens in the non-bank financial
markets.

More needs to be done and we need to reverse this situation.
That is why the Chamber and seven other trade associations,
under the leadership of Brian O’Shea, last month issued a report
on expanding the IPO on-ramp. That report includes 22 rec-
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ommendations which are centered around JOBS Act enhance-
ments, increased research, corporate governance and disclosure im-
provements, financial reporting issues, and equity market structure
reforms.

These ideas, and many of the bills already passed by the House,
can form a core of a JOBS Act 3.0. Indeed, the bills that we are
discussing today are a good step forward. These bills will increase
liquidity, extend JOBS Act protections, address the resubmission
thresholds issue, reduce redundant disclosures, establish venture
exchanges, and generally remove obstacles to growth.

Indeed, last month we also released a poll which shows wide-
spread support for these measures. Indeed, over 90 percent of
Americans agree that there needs to be a level playing field for
IPOs, and also agree that the rules of regulators should promote
growth and that all investors should benefit from them.

Additionally, over 75 percent of Americans believe that regu-
lators should simplify the IPO process, and they also agree that
Government policy should be geared for growth; that support cuts
across all ideological, generational, and economic lines.

And we also can’t wait because of international competition. The
China 2025 and 2050 plans are specifically geared to make China,
not the United States, the innovation center moving forward. Also
the EU, with its capital markets union proposal—they are also
looking to build out their non-bank financial system; in fact, copy-
ing many of the things we do here in the United States.

However, many of the Brexit-related proposals are also specifi-
cally designed to keep American financial firms out. Indeed, the
EU also sees itself as a global regulator. Their MiFID (markets in
financial instruments directive) specifically impacts research here
in the United States, and in fact will make 1t more difficult for
Congress to incentivize research for smaller IPOs.

Indeed, some things are also positive. The SEC, unlike in 2013,
is a willing partner to work on these issues. But it is important to
remember that it is Congress that sets the public policy param-
eters, and it is Congress that ultimately will lead us down the road
that then the regulators can help fill in the blanks.

We look forward to working with this subcommittee on these
issues, and thank you, happy to take any questions you may have.

[The prepared statement of Mr. Quaadman can be found on page
112 of the Appendix.]

Chairman HUIZENGA. Well, “A” on turning in 50 seconds. Thank
you, Mr. Quaadman.

Now I—at this time, I will recognize myself for—for 5 minutes
for some questioning, and clearly we heard some contradictory
things here. Mr. Hahn, Mr. Eggers, you had both talked about—
I think Mr. Eggers talked about an EGC that had gone public, Mr.
Hahn, you were talking about some of the other biotech.

Professor Coffee had said that there really isn’t a problem, and
that the JOBS Act—I—I got it down here—didn’t address the issue
of TPOs and the lack of IPOs at all, and so I am curious. Is this
worth pursuing?

We are—we are looking at a—we have done a non-legislative—
but a package, but a JOBS 2.0 previously, we are working on a
JOBS 3.0, for lack of a better working title at this point—but did
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we have a problem and did the JOBS Act and these types of re-
forms actually address the problem?

Mr. Hahn, Mr. Eggers?

Mr. HaHN. I think the JOBS Act did—did help address these
problems. What—I am sitting here today talking about—what I
would like to see is the extension of the 5-year on-ramp, especially
for us with 404(b).

We do a third-party audit of our internal control that gets re-

orted directly to the audit committee. That costs us less than
§50,000 a year. To have—and I have a proposal, since next we are
going to roll off of that from our audit firm, $650,000 a year for our
audit firm to audit those results. And the third party will go from
$50,000 up to $150,000 a year.

And 98 percent of our balance sheet is still cash. We have no rev-
enues yet, we still only cut 125 checks a month, we still only have
two check signers. So for that additional $650,000 to $800,000 in
added expense, it doesn’t add any more safety to investors. We
have good controls, we have been audited. So, from my standpoint
it is the extension of the EGC until we are—we are producing rev-
enue.

Chairman HUIZENGA. OK, Mr. Eggers? Can you make sure you
hit your mic?

Mr. EGGERS. I do believe it has helped. I have seen it first-hand.
I mentioned Nimble Storage, which was one of the first companies
to go out under the JOBS Act in December 2013. They filed con-
fidentially, they were able to work under EGC status.

One of the problems, though, is that an EGC status doesn’t last
very long, potentially because you can become a large accelerated
filer very quickly at the $700 million threshold. When these compa-
nies go public, they are very volatile. I looked at the last seven
companies that we have taken public since 2016, and in the first
6 months of trading the difference between the high price and the
low price was on average 68 percent. So many of those lost their
EGC status.

Chairman HUIZENGA. OK. And I think it was Mr. Paschke who—
you had talked a little bit about providing a longer runway? Is that
correct? Is that relative to what Mr. Eggers was talking about?

Mr. PASCHKE. Yes, so there are two things I would say. First,
why do investors care? One is IPOs have actually outperformed the
S&P 500 in 2015, 2016, 2017, and 2018 year to date. So I did want
to get it out there that IPOs in—are in fact working and a good
vehicle for wealth creation.

Extending the on-ramp, to me—and as I mentioned in my open-
ing statement, I was part of the initial set of recommenders on the
task force—there is a timeframe on them to see how it worked. To
see if the market reacted, if there was pushback from investors. If
some of the disclosure allowances led to problems or information
issues. As we sit here now, 5 years later, there really haven’t been
issues. Virtually every company that has been eligible has taken
advantage of those allowances and there has been really no
pushback or valuation differential afforded them by the market.

So it feels like the extension is appropriate for existing public
companies who already became public, but also helps incentivize
others to—
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Chairman HUIZENGA. Real quickly because I think this is one of
the things that Professor Coffee brought up. He basically said that
there is enough money out there. We don’t need the IPOs, ven-
ture—is there enough cash out there? What is the—what is the
purpose for accessing it?

Mr. PASCHKE. I think that is actually one of the most important
points. There is a lot of money out there, it is privately funded. It
is being invested by high-net-worth individuals in venture capital
firms, so all the value creation is accruing to very few people.

So in an era where income inequality and wealth equality is such
a topic, I think we need to be encouraging greater access to that
wealth creation and there is just no question that the public mar-
kets, through all its vehicles, i1s the number one way to do that.

Chairman HUIZENGA. Well, it is interesting you say that. I—lit-
erally, I will read verbatim what I had written down: How do com-
mon investors, non-high-net-worth investors access the upside of
market growth? That in my mind is one of the major elements in
this—in this entire thing. My time is up and I—and I am going to
be a little generous here with the questioning since we have a few
people up here. Because I real quickly—I would like Mr. Knight to
address 5756.

Is there an issue or a problem? And what do you hear from those
public companies who work with or are on the—on Nasdaq with
some of those activist shareholders and some of their—some of
their proposals?

Mr. KNIGHT. Well, yes. Shareholder activism is a major factor in
the public markets. It is a reason why some entrepreneurs choose
not to go public. Shareholders should be active. Shareholders
should be engaged. But it is the short-term focus, often of activists,
that distorts the market. And that is why we support legislation
that would provide more transparency about shorting the market.

We think that would be healthy. And—but activism is a major
factor in the market today and it—it is something many are con-
cerned about.

Chairman HUIZENGA. So appropriate for it to be addressed?

Mr. KNIGHT. Yes. Yes, sir.

Chairman HUIZENGA. All right, my time is well-exposed—ex-
pired. With that, the Ranking Member. Or the—

Mrs. MALONEY. Thank you. I would like to welcome John Coffee
back to the—to the panel. And I would like to ask you about the
venture exchange bill which you called promising. As I mentioned
in my opening statement, I am not opposed to this concept, but I
have some concerns about preempting State securities laws. And is
there a way to make the venture exchange model work without ex-
empting State laws, or preempting State laws?

Mr. CorrFEE. Right now, the alternative to a venture exchange is
the alternative trader, ATS system, which has a number of compa-
nies trading over the market. Venture exchanges may prove to be
a more interesting, more novel, more creative alternative. We don’t
know until we try. But we have seen that under regulation ATS,
we have small companies trading in the over-the-counter market
without a preemption of State blue sky.

So it is possible to have entrepreneurs trade over-the-counter
small companies even though they are subject to State blue sky
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regulation. And frankly, this is the key point about this, when you
have a venture exchange, you are going to have a thin market.
Thin markets invite pump and dump schemes. You need resources
to monitor those pump and dump schemes, and the SEC tends to
focus on bigger issues, bigger higher-profile cases. And we need the
States which are very familiar with some of these smaller compa-
nies, and I think are better monitors for them.

That is the problem about preemption. The other problem I was
pointing to was that the way this statute is written, the SEC has
to shut you down. You can start trading as a venture exchange
until the SEC comes in and says you must stop. I think that puts
the SEC under undue pressure. They have to run like a fireman
from fire to fire and I think you will get fly-by-night operators
under that kind of structure.

But the idea I still think is promising.

Mrs. MALONEY. Would anyone else like to comment on it? Just—

Mr. GELLASCH. Thank you—thank you, Congresswoman, I would.
I think that there is actually a reason why pension funds and in-
vestment advisors aren’t beating down the door for more IPOs and
pulling companies into public markets. And frankly, I think the
venture exchange is likely to just make it easier for the existing in-
vestors and executives of those companies to exit. But it is not
going to be the thing that pulls public pension funds or investment
advisors or fiduciaries into those markets.

So it is not actually going to have that effect. It is not going to
be able to overcome the costs or risks associated with those private
securities.

Mrs. MALONEY. Anyone else?

Mr. KNIGHT. Yes—

Mr. QUAADMAN. Yes, Ms. Maloney. I am sorry, Ms. Maloney, we
are supportive of it, and I think one thing to remember here is that
the small investor’s been shut out. The retail investor’s been shut
out. This is a platform where the SEC can put very robust rules
in place for oversight, allow for concentration liquidity, allow for
smaller investors to participate in this, and it is just another way
and another venue of trying to drive liquidity to smaller public
companies.

Mrs. MALONEY. Anybody else? Comments?

Mr. KNIGHT. Yes, I would just point out the SEC has 6 months
to license these exchanges. They have been licensing new ex-
changes quite rapidly. We now have 13 of them in the United
States, no other country has that many. With regard to Nasdaq
and the venture legislation, we would be able to trade these securi-
ties because our listing standards are already blue sky-exempt by
statute and regulation.

So this would encourage more competitors to Nasdaq which I
don’t think is a bad idea, we are not against competition. And—but
I think there is a way to do it. Professor Coffee definitely has a
point that State securities regulation plays an important role. But
with regard to the New York Stock Exchange and Nasdaq, right
now we are exempt.

Mrs. MALONEY. OK, I would like to also ask about the XBRL bill.
And I would like to ask Mr. Gellasch here, your organization rep-
resents investors and I believe that it is the investors who benefit
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the most from a structured data like XBRL. Do you think that ex-
empting over 50 percent of public companies from the requirement
to use XBRL will harm investors and ultimately transparency? And
I would also like to ask Mr. Coffee and anyone else, Mr. Quaadman
and others, to respond.

Mr. GELLASCH. Thank you for the question. I think I am struck
by the dichotomy of two—of different proposals here. On the one
hand, we are saying that we want to encourage research into small
companies and the utility of that research into small companies.
On the other hand, we are actually going to make that research
less useful for the people who read it. XBRL is common and it is
something that folks need to have to compare investment opportu-
nities.

And so one of the things that is really interesting here is, we are
saying on the one hand, we need to do things to promote research
into small companies. And on the other hand, there is a proposal
to expressly go in the opposite direction.

Mrs. MALONEY. Mr. Coffee?

Mr. COFFEE. Just one sentence. XBRL is a tool, a cost-saving
tool. We want analysts to study the smaller company. They are not
doing it now because the costs of benefits don’t work out for them.
If you reduce the cost, you might get more analyst attention to
smaller companies. So, I think it will encourage analysts to look at
smaller companies.

Mrs. MALONEY. Yes, Mr. Quaadman?

Mr. QUAADMAN. Yes, thank you Ms. Maloney for that question.
First off, we support use of interactive data like this for investors.
However, XBRL, from studies I have seen, only 11 percent of inves-
tors actually use it extensively. That is a CFA study. So, this would
actually allow for companies to have the option to deal with this—
to deal with the cost and the like.

But I think we also have to understand, too, XBRL is a 1998
platform, as we are increasingly going into a block chain world. So,
if we can go into a block chain world where you have a common
electronic ledger where everybody is connected with, that is much
more transparent and easier to use in an XBRL system. So, I think
we also need to be very open to other innovative ways of dissemi-
nating data.

Mrs. MALONEY. My time is expired. Thank you. I thank all of the
panelists. It was very interesting, thank you.

Chairman HUIZENGA. With that, our Chair of the Oversight and
Investigations Subcommittee, the gentlelady from Missouri, Mrs.
Wagner, for 5 minutes.

Mrs. WAGNER. Thank you, Chairman Huizenga and I think my
friend, the gentleman from Arkansas for yielding me the oppor-
tunity to move ahead of him.

Mr. Quaadman, welcome back. In your testimony, you noted a
2011 report of the TPO task force found that 92 percent of public
company CEOs said that the administrative burden of public re-
porting was a significant challenge to completing an IPO and be-
coming a public company. How does my draft legislation on 10-Q
reporting help to alleviate that burden?

Mr. QUAADMAN. Yes, so, first off, let us remember your bill
doesn’t hide any information. That information is already put out
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there publicly. It allows companies to do it in a different way. So,
I think if you take your bill, you take some of the legislation here,
in terms of shelf registration—

Mrs. WAGNER. Right.

Mr. QUAADMAN. Other things such as company file, which we
have proposed in the past. It allows for information to be put out
there for investors without being done in a redundant fashion, and
then avoiding those costs. So, this isn’t hiding the ball for anybody.

Mrs. WAGNER. Thank you. Mr. Knight, your colleague, Tom
Whitman, testified before this committee, last year. And noted, the
Nasdaq believes it is long past time to move away from a one-size-
fits-all approach to corporate disclosure.

In fact, Mr. Whitman suggested eliminating the archaic 10-Q
form altogether because it was duplicative and bureaucratic. Can
you quickly walk committee members through some of the duplica-
tive standards that exist between the current Form 10-Q and com-
pany earning releases?

Mr. KNIGHT. Well, the—the premise behind this is, I would quote
a famous technology pioneer, Grace Hopper, who was an Admiral
in the Navy who said, “The most dangerous phrase in the English
language is, we have always done it this way.” And there is a re-
dundancy to disclosure in our system today.

But it is undergirded by a principle of materiality, and we think
what you have proposed would preserve that materiality, while
also the key financial disclosures that are required under Reg S-
K and that come out in an 8-K and which is what really moves the
market. When you look at the Nasdaq market, on any day, where
there are substantial movements is where someone has had an
earnings release and put out their 8-K with their full financial dis-
closure.

Now, full—a few weeks later, they make a—a 10-Q filing. That
filing has a number of things in it, some of it redundant to the K,
but any material change since the last disclosure would be in that,
we would combine that through your legislation in one disclosure.

It would be at the option of the company and I think that is im-
portant that several pieces of legislation before the subcommittee
restore some role for the listed company in how it is regulated and
give them some choice.

Mrs. WAGNER. What—what are the costs and resource burdens
on companies that are required to file 10-Q forms with the SEC?

Mr. KNIGHT. Well, [—when you are talking about cost, there is
a dollar cost, but then there is, what I referred to in my testimony
and my statement, the signaling that goes on through regulation
to the economy, to the business community, about the attitude of
Eegulators in Congress toward what they are doing on a day to day

asis.

When they see things that don’t make sense—when they see re-
dundancy and they think about going public and that—that is a
very long-term commitment they are making. Do they want to be
part of that system? When you signal that you are making the sys-
tem and the technical aspects more rational, they get more con-
fidence about jumping into that.

So, it is more than just the—the cost in dollar terms. It is rather,
the system is being run in a rational way that reflects the fact that
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these are the companies that are creating the jobs and the growth
in this country.

Mrs. WAGNER. Are press releases sufficient for investors to ob-
tain the information they need to make form—informed investment
decisions?

Mr. KNIGHT. No, no. It needs to be prescribed, but the current
system, I would argue, is redundant. And the Qs are really not
studied in the same way the K is. So, why not use that disclosure
to put everything in it, again, at the company’s option.

Mrs. WAGNER. Great, thank you. I yield back the remainder of
my time.

Chairman HUIZENGA. The gentlelady yields back. With that, the
gentleman from Georgia, Mr. Scott, is recognized for 5 minutes.

Mr. ScotrT. Chairman, I am sitting here listening to all of you
and you have such great knowledge and each of your testimonies
has been very informative, but there is some cross-section going on
here on one side or the other.

And it fits it with some of the concerns that I have. And I want
to start by saying that—I want to emphasize that, both the Repub-
licans and Democrats, on this committee are willing to work to-
gether to make it easier to fuel capital growth in our markets.

As a matter of fact, I am usually the first to jump onboard to pro-
posals like that. However, listening to you and just my own re-
search, I am beginning to get a little worried about—we are getting
to a point where we may be placing too much value on capital
growth.

And maybe we need more evidence and assurances that this ac-
tually needs to be done and that we are not compromising the in-
tegrity of many of our U.S. firms in our marketplace, which makes
our U.S. firms so attractive. So, I am not singling out any bill here,
but let me call your attention to the discussion draft that has to
do with requiring the SEC to revise the definition of a qualifying
portfolio company to include emerging growth companies. And I
couldn’t help but think, is—is this really necessary. My staff also
tells me that in February 2017, the social media company Snapchat
filed for an initial public offering, claiming EGC status.

And I am pretty sure that the IPO was overprescribed with
many investors clamoring to buy up its shares. Now, the same
thing happened in March with Dropbox when they went public in
an oversubscribing offering, claiming EGC status. So a lot of these
discussion drafts and bills amount to a drip, drip erosion of our se-
curity laws.

And I am somewhat worried we may be ignoring the needs of in-
vestors and marketplace transparency. And so I am—this subject
of Expanding the On-ramp reports that many of your—our wit-
nesses have worked on. But a common trend that I have noticed
in these proposals is that there is only one direction we go when
we balance investor protections versus expanding access to capital.
And that direction is always weakening of our disclosure require-
ments.

Now, Mr. Gellasch—is it Gellasch? I am sorry. Gellasch. I really
was intrigued in your testimony because you stressed the impor-
tance of considering the impact of these proposals on investors who
are contributing to the capital. So could you describe how expand-
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ing regulatory accommodations for wusers might affect the
attractiveness of U.S. companies to investors?

Mr. GELLASCH. Yes. Thank you for the question. I certainly ap-
preciate it. So as we have talked about the explosion of private cap-
ital and—and Professor Coffee agreed that—he said, gee, there
may not be all of this need for capital formation. It is just not—

Mr. ScoTT. Yes.

Mr. GELLASCH. In the public markets anymore. We have to think
that when we talk about some of the proposals before us, we are
trying to make—give—make those investment opportunities more
accessible for retail investors. Well, pension funds and big mutual
funds are how the predominant number of actual retail investors
invest. And the people who have the fiduciary duties to them are
saying these private markets are too costly, generally, and too
risky, generally, for us.

d so when we talk about expanding the private markets and
making them more accessible to folks, we are not actually going to
get those people more involved. At the same time, when you are
looking at the public markets and focusing on the burdens and
costs and risks of issuers and the folks that are trying to sell their
securities, we are saying, hey, you, the investors in those public se-
curities, we have a great deal for you. It is less.

You are going to have less transparency, higher costs, and higher
risks.

Mr. Scort. And Mr. Coffee, you agree with Mr. Gellasch on
this—my concerns?

Mr. COrFEE. I agree mainly with your point that—that the hope
for more IPOs, we shouldn’t eliminate, abolish, and downsize all of
the protections that give shareholders some right to comment on
and criticize corporate behavior. Earlier it was mentioned that
there is a shareholder proposal rule. And that would be downsized
by a resubmission provision. I have to tell you that empirically,
there is a study that shows since 2000, 50.1 percent of shareholder
proposals have gotten less than the 30 percent level at which they
would be cut off—

Chairman HUIZENGA. Gentleman’s time is expired.

Mr. ScorT. Thank you, Mr. Coffee. I appreciate the extra minute,
too, Mr. Chairman. Thank you.

Chairman HUIZENGA. Gentleman’s time is expired. I now recog-
nize myself for 5 minutes. I want to first address my initial ques-
tions to Mr. Knight, if I may. And I know this is slightly off topic
for the hearing today, but since you are here, I would value your
testimony on legislation that I have introduced to amend the risk-
and leverage-based capital rules for banks in order to improve li-
quidity for listed options.

I have several questions I am going to go through, and then if
I could get your response. One, I wondered if you could discuss how
improved liquidity decreases spreads and makes it less costly for
investors to make use of listed options. And if you also discuss the
importance of liquidity in options markets when there is volatility
for the underlying assets.

For example, how important is it to have the ability to manage
risk through options when there is volatility in equity markets.
And then is it fair to say that this is a timely issue that the Fed-
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eral Reserve and other banking regulators should address as soon
as possible, and do you share the concern that the timeline for im-
plementation of this standardized approach for counterparty credit
risk, which proposes to amend the treatment of options and capital
rules, is too far off? They are saying maybe a couple years away.

So several questions there, but wondered if you could respond to
that, Mr. Knight.

Mr. KNIGHT. Certainly. The options market is critical to the man-
agement of risk in the underlying cash equities market. It is a mar-
ket that is populated mainly by professional traders, by market
makers on behalf of financial institutions and investors who are
laying off risk through the investment in options.

It is a critical market to our economy. Central clearing of those
instruments provides stability to the economy and something that
is encouraged across markets. The rules that apply there don’t nec-
essarily recognize the capital structure and the investment policies
of some of the midsized firms that are populating that market and
may cause a reduction in their participation in those markets.

There are alternative, more modern capital markets, capital re-
quirement markets for the central clearing houses that the Fed
could consider that would preserve the participation of those mid-
level market makers, which would provide more price discovery
participation and that would narrow the spreads and narrow the
cost to the investing public.

Chairman HUIZENGA. Thanks, Mr. Knight. I appreciate that. I
am going to move to Mr. Paschke if I could. I am interested in the
part of your testimony that discusses the diversified fund limits
under the Investment Company Act. I don’t believe this is some-
thing we have spent much time discussing here on our committee.
I wondered if you could discuss the history of the 10 percent limit
on mutual fund positions.

Why does it matter if a mutual fund owns 10 percent or even 50
percent of certain company as long as the overall fund remains di-
versified? And why do you believe it would be appropriate to in-
crease this limit to 15 percent for diversified funds?

Mr. PASCHKE. So the—the point of the rule itself is just for clar-
ity to who you are investing with and alongside and particularly
it is relevant now with the activist rules and activist campaigns.
Why moving the 10 percent up to 15 percent as relevant to today’s
conversation has been one of the—the shining lights of the JOBS
Act passage has been the proliferation of life sciences companies.

I think the statistic that came out earlier is 260 life sciences
companies have gone public since the JOBS Act. Those companies
by and large tend to be very small. They are taking drugs through
the FDA process. They haven’t built out a full staff. They also have
a specialized group of investors who invest in portfolio theory
across those 260 in many cases because some are going to hit and
some are going to miss.

So to limit those specialist funds’ ability to invest into those
funds to help fuel that drug discovery, lead them through the FDA
process to get them to a point where they are able to commer-
cialize. I think this really expands the opportunity for them to get
the funding they need from high quality specialist funds. Ten per-
cent limit on a company that may come public at a $75 million or
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$100 million market gap, there is only $7.5 million or $10 million.
It is often insufficient in order to move the drugs to the FDA.

Chairman HUIZENGA. Thanks. Mr. Hahn, I am wondering, do you
agree that mutual funds are needlessly restrained in their ability
to invest in startup companies because of this 10 percent limitation
in the Investment Company Act? And what will increasing this
limit mean for the ability of startups to access the capital they
need to grow?

Mr. HAHN. When GlycoMimetics was private, we raised about 65
million. It took us over a year to raise that last 38 million. One of
the main reasons we went public in 2014 was access to capital
markets and the quick ability to raise funds. Since we have gone
public, we have raised over 300 million in the public markets, so
access to larger investments, we would welcome that. We raise
money with this. It is a large anchor investor we are looking for.
As I was saying, more than—we are looking for a $20 million to
$30 million investment from any quarter, not just $5 million to $10
million.

Chairman HUIZENGA. Thank you, Mr. Hahn. My time has ex-
pired. Next, I will recognize the gentleman from Connecticut, Mr.
Himes, for 5 minutes.

Mr. HIMES. Thank you, Mr. Chairman and thank you gentlemen
for—for really interesting presentations. I was there when we were
doing this in the original JOBS Act and participated in its forma-
tion and ultimately, despite a few reservations out was happy with
its passage.

This conversation actually allows me to resurrect a not entirely
dead horse to beat a little bit, because I was always struck, though
I was a supporter of the JOBS Act, the best estimates I could get
at the time was that the Sarbanes-Oxley and other compliance re-
gimes probably imposed in the neighborhood of $1 million to $3
million a year of compliance costs, which is real money, but as a
guy who used to do IPOs, I was always struck by the fact that I
couldn’t get anybody to focus on the other area or another area in
which there is a lot of money out the door, which of course is the
gross spread paid by companies going public.

So I did some studies and lo and behold, there are studies out
there that show an absolutely remarkable consistency in pricing of
IPOs of 7 percent. It almost never changes for midsized IPOs. I
have been crying in the wilderness. I have had a hard time getting,
FINRA (Financial Industry Regulatory Authority) and SEC, and I
have letters here promising studies and monitoring.

And the SEC told me that it is hard to establish the cost in-
curred by underwriters, it is not. I have done it. And I just haven’t
gotten any traction until recently when SEC Commissioner Rob
Jackson came out with a speech in April that called the history of
the gross spread pricing a middle-market IPO tax.

So I get to beat this hopefully not dead horse. Mr. Eggers, I am
going to start with you. Does perfectly consistent 7 percent gross
spread IPO pricing and the cost that imposes which, as you know
is $14 million to $20 million, does that—this comes out of your
pocket, issuers’ pockets and IPO investors’ pockets. This—does—
does the seven—perfect consistency of 7 percent gross spreads in
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this country and not anywhere else in the world, does that feel to
you like a competitive market?

Mr. EGGERS. No, it doesn’t. Remember in the late 1990’s, we had
the Four Horsemen which were a midmarket group of bankers that
would take companies public. Those—all those companies are gone,
so we have fewer bankers that generally take companies public.
Most the time, our best companies want to be taken public by
someone like Morgan Stanley, Goldman Sachs, or J.P. Morgan, so
there is less competition than there used to be, to answer your
question.

Mr. HiMES. So I have had a hard time, in addition to getting
FINRA and SEC interested in this until Commissioner Jackson
gave his speech, I have certainly had a hard time getting the ven-
ture capital community, which I know well, interested in pushing
on this. Why is that?

Mr. EGGERS. I—I would be happy to push on this.

Mr. HiMES. OK.

Mr. EGGERS. I think it is an important—

Mr. HiMES. Mr. Hahn, you went—thank you, Mr. Eggers. Mr.
Hahn, you went public. Do you agree with Mr. Eggers that this
doesn’t feel like a competitive market?

Mr. HAHN. Bankers are helpful in accessing the capital markets.

Mr. HiMES. I know, I was one. I am just asking whether the fees
they charge are emerging from a truly competitive market.

Mr. HAHN. You know, it is always been set at 7 percent, so it is
something we really just didn’t question. So now I think it should
be looked at.

Mr. HiMES. OK. Mr. Knight, Rob Cook responded to my request
for a study—because look, I have looked at the academic literature
and it is pretty clear, but I don’t know everything. Rob Cook is a
good friend, by the way. We were in college together and despite
that, I have not been able to extort him into—into doing this study.
FINRA in January 2017, his letter said that you support a com-
prehensive assessment of the IPO market and gross spreads at-
tendant. Have you actually undertaken that comprehensive assess-
ment?

Mr. KNIGHT. Of the IPO market?

Mr. HIMES. Of gross spreads in the IPO market?

Mr. KNIGHT. Well, we study all aspects of the market. I have to
tell you, I am not familiar with what our chief economist has there,
but we may have. And if we do, I will supply it to you.

Mr. HIMES. So I am in a little stronger position than I was when
we had this correspondence. Mr. Eggers, who knows the venture
capital community pretty well and Mr. Hahn, who had the experi-
ence of this have both agreed that this doesn’t feel like a competi-
tive market. The numbers we are talking about here dwarf the
compliance costs that if we have a perfectly calibrated JOBS Act,
they dwarf the numbers that we are talking about.

So now I have finally gotten SEC commissioner in some fairly
public statements on this, will FINRA undertake this study with
the SEC to determine whether gross spread pricing for midmarket
IPOs is truly competitive, or whether there is some oligopolistic be-
havior?

Mr. KNIGHT. I am not with FINRA. Nasdaq is independent of—
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Mr. HIMES. I am sorry. I apologize for that, I misread your—

Mr. KNIGHT. I was at one time, but we are not—

Mr. HiMES. OK. OK, I apologize. I don’t mean to put you on the
spot.

Mr. KNIGHT. No, frankly, what we see is a lot of competition
amongst the banks to take companies public, the pricing issue is
a separate issue. but they are certainly competing out there to get
those assignments and we have not seen signs of a lack of competi-
tion. Of course, Spotify recently took a different model and avoided
that. So there is competition and models that are—that is emerg-
ing. And as technology changes here, I think you are going to see
more innovation.

Mr. HiMES. Thank you, I yield back.

Chairman HUIZENGA. The gentleman’s time has expired. With
that, the gentleman from Maine, Mr. Poliquin is recognized for 5
minutes.

Mr. PoLIQUIN. Thank you, Mr. Chairman very much. Gentlemen,
thank you all for being here today, I really appreciate it. Now I
know you have very stressful jobs, very stressful jobs, and I have
some great news for you—

Chairman HUIZENGA. If you will allow the Chairman to interject.

Mr. POLIQUIN. Yes.

Chairman HUIZENGA. There will not be additional time for the
PSA for Maine tourism.

Mr. PoLIQUIN. Well, Mr. Chairman. on Maine’s license plate, it
says Vacationland. I want to make sure all these wonderful people
in this room know that as you are planning your summer vacation,
we don’t even need air conditioning up there, we have moose walk-
ing around, all kinds of other critters, lobster, blueberry pie. You
need to go to Maine where you belong, with these stressful jobs.
And—and I think your families will thank you for that, and if you
can put another 35 seconds back on the clock, I would be very
grateful, Mr. Chairman.

Chairman HUIZENGA. Motion denied.

Mr. PoLIQUIN. Now, there seems to be all this bad news that cir-
culates in this town. I am not used to that. I represent the rural
part of Maine. And we have a great problem to have up in Maine.
We can’t find workers. I know the national unemployment rate is
about 3.9 percent. We are at 2.7 percent. And I don’t care if you
want to have folks working on the docks or picking apples or work-
ing in precision machinery, we can’t find those bodies.

Business confidence is through the roof, consumer confidence is
high, we have seven million job openings across this country and
it is all because—we know what it is. It is because regulations now
are more predictable and there are fewer regulations. And the eq-
uity market is a forward-looking animal and they are looking at
that and they are discounting it. On top of that is that we have
lower taxes, so our families can keep more of their own money and
spend it the way they want to spend it.

And our businesses are growing. And they are investing. And
Maine’s second district is an economy of small businesses. Now,
one of the things that keeps me up at night is how do we make
sure there is access to capital so our businesses can grow—all sizes.
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And some folks borrow money from banks and that is all great—
or credit unions. Some folks have access to capital markets.

It is critically important to make sure we keep these reforms
going. I—I am going to tell you what you folks already know. If we
start raising taxes, if we start layering more and more regulations
like we have been the last 10 years, we are going to be growing
at half what we are growing at now. And when the economy grows,
it is great for everybody. So one of the issues is how do we make
sure these reforms continue.

Now we all know what the stats are the last 5 or 10 years, the
number of companies that have gone public have about cut in half,
roughly. I would like to know, Mr. Paschke, when you talk to folks
in the board room—Mr. Knight probably another good person to
ask—what are they telling you? Are they telling you what we
heard from Mr. Coffee a short time ago?

What are their concerns and why are they choosing to stay pri-
vate instead of going public? And second, a follow up question. We
now have a new SEC. You folks, for the most part, deal with the
SEC on a regular basis. Do you see a change over there where
these folks want to be helpful and not layer on and make it more
difficult for you folks?

Tell me what you see out there so we are apprised of what needs
to be done.

Mr. PASCHKE. So answer two things very quickly—

hMr. PoLIQUIN. And speak right up, sir. Get right in that micro-
phone.

Mr. PASCHKE. So answer two things very quickly. One, we just
had a very productive working session with the SEC about 3 weeks
ago, a group that SIFMA had organized. Very constructive, very
roll up your sleeves, very specific—

Mr. POLIQUIN. Was Mr. Clayton in the room?

Mr. PASCHKE. He was not but he then circled back with feedback
on—he had heard it was a very constructive—

Mr. PoLIQUIN. Good.

Mr. PASCHKE. So early returns feel quite good in that regard, and
constructive. The second thing you talk about, what do they say
about why they want to stay private. One is you can structure
those investments however you want. But the other part of this
whole discussion that hasn’t been talked about in terms of why
didn’t we see a huge jump in IPOs right after the JOBS Act, we
have been operating in a near 0 percent interest rate environment.

Mr. PoLIQUIN. Right.

Mr. PASCHKE. There has been so much access to alternative
forms of investment.

Mr. PoLIQUIN. Right.

Mr. PASCHKE. You know, direct private investment on the equity
side or very cheap debt on the debt side, that has had a major im-
pact. As you see rising rates, what you are seeing actually is an
increase in equity offerings from existing public companies. There
is too much of an on-ramp for the IPOs to have caught up to the
changing environment.

But that is going to change. And I am going to highlight—the
one thing I keep highlighting here is for your district in Maine, the
other way for those people to get wealth is to be able to invest in
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the public markets. They do not participate in the wealth creation
that occurs in the private markets.

Mr. PoOLIQUIN. I worry about our small investors in Maine, folks
that are working on the docks or working in the woods or pulling
traps or—or growing potatoes and these folks are saving as much
as they can every week to go into a retirement nest egg or to save
for their kids’ education. And a lot of those investments—not all
but a lot of them, as you mentioned earlier—I am not sure if you
did, Mr. Quaadman, mention this—through retirement funds.

I guess it was Mr. Gellasch—through State and other private
employee benefit funds. So there are a lot of folks in this country,
a lot of folks in our district who are owners of corporate America
and it is really important to make sure these regulations are help-
ful to them so they have a better opportunity to live better lives
and more freedom. With that, are you going to award me, Mr.
Chairman, another 35 seconds that I rightly deserve?

Chairman HUIZENGA. The fine folks at PureMichigan.com have
asked me to evoke your time. So the—but with that, the gentle-
man’s time has expired.

Mr. POLIQUIN. Thank you very much.

Chairman HUIZENGA. All right. That  would be
PureMichigan.com. And with that, the gentleman from Ohio, Mr.
Davidson, is recognized for 5 minutes.

Mr. DAvVIDSON. Thank you, Chairman. And I really want to
thank our witnesses. Thanks for the time you have committed to
be here today and for the work you do to advance capital forma-
tion, particularly with our small companies.

And Mr. Eggers, I wanted to talk about venture for a bit and just
the important role that venture plays in helping so many Ameri-
cans realize their version of the American dream.

Starting and growing a company in America is trending in the
right way. For a long time, we were seeing more companies go out
of business than launch. We have seen challenges in companies
scaling. And I guess I am curious as you think about companies
that want to access public markets, to go from a privately traded
founder capital to maybe a round of venture funding.

One of the keys to getting scale is that next round of capital. It
is one of the keys where the venture folks get paid for the risks
that they have taken. How have you seen the impact of the JOBS
Act or other small capital formation initiatives on the space and
particularly with information coverage, the research coverage for
small companies? Could you address that?

Mr. EGGERS. Yes, thank you for the question. I think the JOBS
Act has been effective in certain areas. And I mentioned the con-
fidential disclosures and ability for a company to test the waters,
so to speak, before they file, reduced reporting requirements, al-
though when they get to a certain level, those go away. But there
are other fundamental issues that also factor in to the problem of
less IPOs.

There is the uncertainty in the market once they are trading,
the—the culture of short-term-ism, whole bunch of stuff like that.
Let me—Ilet me tell you a story about one of our companies,
AppDynamics. Was one of our really fastest growing companies in
the private area and raised a lot of venture capital and wanted to
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go public. Went, hired bankers, paid—paid that 7 percent. Or they
were going to pay that 7 percent.

They went through their road show successfully and they were
going to price the next morning and they decided instead to get ac-
quired by Cisco Systems. Obviously for a premium on how they
would price, but it makes you wonder why a company like that, a
very good company, high-growth company that has created a lot of
jobs would take the certainty of an acquisition over the uncertainty
of the public markets.

Mr. DAVIDSON. Yes. Thanks. Good—good explanation. Mr.
Quaadman, how—do you see provision of the JOBS Act—have you
seen it boost coverage in pre-IPO, particularly for EGCs?

Mr. QUAADMAN. It has been mixed. I think the testing the water
provisions certainly have helped, but I think in terms of research,
it is been mixed. We still see a dearth of research for smaller
issuers. So I think the—the draft legislation here, I think is going
to be an important way to help incentivize some more of that re-
search, which that research will then also help drive liquidity in-
vestors to those companies.

Mr. DAVIDSON. Thank you. And maybe for the group, I am work-
ing on an ICO bill, so when you look at companies that choose to
raise capital through an initial coin offering—we are trying to get
our arms around how early formation is different. It seems that a
lot of the things in—in the JOBS Act, in—in—perhaps even in
EGC designation, or Reg A+ could help. Have any of you spent
time thinking about this with respect to ICOs?

Mr. QUAADMAN. Mr. Davidson, this is something where we have
put together a group of companies to look at this, and we have ac-
tually had some meetings with Treasury, some meetings on the
Hill as well, and we are trying to determine if that is a way of
helping with capital formation, but we also have concerns about in-
vestor protection as well. So I think that is something we would
like to have a further dialog with you on.

Mr. DAVIDSON. Thank you.

Mr. GELLASCH. If I may, Mr. Davidson, on the investor side, I
would like to echo those remarks. Obviously, coin offerings have ex-
ploded themselves, and there are a lot of interesting issues related
to that. Are they securities, for example, is a really basic question
that the regulators are wrestling with.

One of the things I—I think—and you mentioned alternatives
there, thinking about do we put these things in the registered pub-
lic space, the traditional public space, some scaled-back version of
that? Do we go even further into a Reg A+ type of model?

I would encourage you to think about those things very carefully,
because the Reg A+ experience is remarkably different than the
ECG experience. So as you think about alternatives, I would en-
courage significant caution.

Mr. DAVIDSON. Yes, thank you for that, and clearly some would—
would still qualify as commodities, as CFTC has tried to make
clear. So talking secure—where does that line exist—and my time
is expired. Mr. Chairman, I yield.

Chairman HUIZENGA. The gentleman’s time has expired. I am
not seeing—no further speaker—questioners on the—on the Demo-
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crat side at this point. The gentleman from North Carolina, Mr.
Budd, is recognized.

Mr. BupD. Thank you, Mr. Chairman, and again, thank you all
forhcoming today and for your time and your input and your in-
sight.

So this is an important hearing, and one that is timely consid-
ering that Chairman Huizenga is negotiating a package of bills
with the Senate that will focus on, yet again, capital formation.
These bills would include some that have already passed the
House, including my own bill, H.R. 3903, which is encouraging pub-
lic offerings, and possibly some proposals before the subcommittee
today.

I want to go back again, to continue on with what Mr. Davidson
was asking about the JOBS Act, and Mr. Quaadman, can you
please explain some of the regulatory requirements that emerging
growth companies are exempt from under the JOBS Act in their
on-ramp provisions?

Mr. QUAADMAN. Sure. There are certain executive compensation
disclosures that they are exempt from. There are certain—there is
the potential for certain exemptions from new audit or accounting
standards as well.

And generally, it provides for disclosures, but done in a slimmed-
down version that allow for investors in those companies to get the
information that they need. And it also allows for some of the more
costly disclosures, such as—let us say, conflict minerals or others
that they are exempt from also.

So it is a way of allowing companies to grow into the existing
public company system, and to eventually ramp up. Because one of
the problems at Sarbanes-Oxley was that internal controls and all
are extremely important. It was trying to make some of the costs
scalable, and effectively what the JOBS Act tried to do in a very
broad way was to make it scalable and ensure that their investors
are receiving the information that they need, as well as have the
protections in place.

Mr. BuDD. Very good. So why are—and you answered some of
this next part, but why are the exemptions provided in Title I so
necessary for emerging growth companies? If you care to elaborate
any more on that, maybe some other reasons?

Mr. QUAADMAN. Yes, it is their investor base is more interested
in some of the things that the company is doing rather than what
its sales are at that time. So it is—investors are much more for-
ward-looking there.

It—it also—as I said, it allows for an ability for a company to
gradually work its way into a public company model, because re-
gardless of some of the discussion we have had here this morning,
we have built in a lot of inefficiencies into the public capital mar-
kets. And what—effectively, what the JOBS Act tries to do is tries
to shield those emerging growth companies from some of those inef-
ficiencies to—until a point where they can deal with it.

So we actually view the extension from 5 to 10 years—will actu-
ally allow for existing EGCs a little more time, and will also con-
tinue to make EGC—the EGC model a more attractive one.

Mr. BubpD. So why are things like the say-on-pay provisions—
why are they not appropriate for these small EGCs?
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Mr. QuaaDMAN. Well, first off, say-on-pay passes with 95, 90 per-
cent with large public companies. And we have also had an issue—
we don’t have—necessarily have an issue with say-on-pay itself. In-
vestors should have a dialog with companies about executive com-
pensation. But what has happened with the proxy advisory firms
is that they have required a year by year vote, whereas Congress
said, investors can decide what the frequency is.

So rather than have an entity or a duopoly like the proxy advi-
sory firms place a very costly provision on EGCs, Congress is actu-
ally somewhat going back to the intent of Dodd-Frank with say-on-
pay to actually allow companies some breathing room with that.

So that is one where I think, again, it is something where you
have a founder-type system with EGCs, which you probably pri-
marily have; investors are as invested in that founder as they are
with the company itself. So, say-on-pay is a less relevant tool than
it is for, let us say, a more mature company.

Mr. Bupp. That makes sense. Thank you, Mr. Quaadman. Mr.
Hahn, since the enactment of the JOBS Act, about 265 biotech
companies have used provisions in the act to go public. A lot of
those are working on research that is ultimately going to save
lives. Can you discuss with us in the partial minute that we have
left how the on-ramp provisions have helped these companies bet-
ter allocate their resources?

Mr. HAHN. I think the biggest provision that helped us was test-
the-waters. So, we have complex science, and getting investors up
to speed to understand the science and to want to invest in the
company in the traditional 2-week timespan of a roadshow, we
would have lost a lot of investors with that. So test-the-waters gave
us the ability to bring those investors up to speed.

And also with the 404(b) exemption we talked about, that helps
us save money—divert money into the science instead of a one-size-
fits-all regulatory burden.

Mr. BuDD. I appreciate that. I think my time is expired. Again,
thank you all.

Chairman HUIZENGA. Amazing self-discipline. A gentleman’s
time is always ready to expire, so with that, the gentleman from
California is recognized for 5 minutes.

Mr. SHERMAN. Thank you. We have a bunch of bills that are de-
signed to help small companies get capital one way or the other.
And then included in discussion for this hearing is a bill designed
to prevent shareholders from being able to put forward questions
for a vote and be included in the proxy statement.

Mr. Coffee, are you aware of any small startup in a garage that
has ever had a second presentation of the same shareholder ques-
tion in their proxy statement?

Mr. CorrEE. That small startup is the subject of the proxy rules,
in most cases, so it is going to be totally inapplicable. But I think
you are right in pointing out that unrelated to the IPO concerns
of raising capital, there are provisions in here that downsize the
shareholder voice in challenging corporate conduct.

And there are other provisions in here that give major exemp-
tions to what are called well-known season issuers, our largest
companies, and allow them directly to sell before filing a disclosure
document. It has nothing to do with small firms. That is our larg-
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est top quarter firms, and it is just a wish list of various deregula-
tory proposals various people on this committee agree to.

So I don’t think there is a clear, rationalized coherence to all of
this. But on to your first point—

Mr. SHERMAN. Yes, and I am aware of the social benefit put for-
ward by making these issues come to light, and I think it taints
the rest of the bills that we are discussing to throw in here some-
thing that has nothing to do with raising capital for small or big
companies, and everything to do with suppressing discussion of im-
portant issues that face corporations in their operation.

The next point I want to make is a number of the issues come
in, how much money will we, as a society, spend on investor protec-
tion? And some would say, well, as a society as a whole we are
spending a billion dollars on this aspect of investor protection, and
maybe we are avoiding a billion dollars of fraud, so that balances
out.

No it doesn’t, it is a good thing for society, because a billion dol-
lar fraud loss—it doesn’t just affect the people who lose their
money, it dampens public interest, foreign interest, retail interest
in investing in stocks. And having the game be fair is worth every
penny that is necessary to achieve that.

Mr. Gellasch, there is this proposal here to slash 404(b) audits,
to increase by double or triple the various floors, and in effect say
we will save a lot of money on worrying about internal control, and
we will maybe only have one or two Enrons a decade as a result,
probably a smaller company or smaller examples of that.

What do you think of the need for attestation of internal control
and reports on internal control?

Mr. GELLASCH. Well, I think we have seen examples, both—not
just Enron, but also in the—in the private company space, like
Aranos, where the need for robust internal controls and financials
is important, and some of the smartest guys in the room in the pri-
vate space have proven ineffective at being able to do those things
themselves in their own due diligence.

So one of the things that is really important for the public capital
markets, as you alluded to earlier, is ensuring that you have inves-
tor confidence and you don’t lose it. And the accuracy of financial
statements is critically important to investors. And so when we
think about what the costs are associated with that—and I cer-
tainly appreciate and respect those may not be trivial. That is fair.

I think—but that is also—

Mr. SHERMAN. And I could sneak in, it is not just important to
investors. You may have some division of a company, or what—
where they are having signing parties forging documents for mort-
gages, et cetera, where you are hurting consumers. How is internal
control important for those other than investors?

Mr. GELLASCH. Exactly right. It is a corporate governance issue
that is far beyond just an investor protection measure. And one of
the things I think we tend to focus on is just the cost associated
with that. I would say what is also really important is focusing on
that aspect. These are improving the quality of the offerings, in-
cluding the quality of the companies and how they are governed.

Mr. SHERMAN. I yield back.
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Chairman HUIZENGA. The gentleman’s time has expired. With
that, the gentleman from New Jersey, Mr. MacArthur, is recog-
nized for 5 minutes.

Mr. MACARTHUR. Thank you, Chairman. Good morning. I appre-
ciate all of you being here.

I am proudly wearing this pin—you probably can’t see it from
back there, but it is a—Foster Youth Shadow Day, and Rishawn,
stand up. Stand up. This is Rishawn from my district. Young
man—very interesting young man. Very—yes, give him a—give
him a hand.

He has an entrepreneurial spirit, I can tell you that just from our
conversations this morning. He is doing all kinds of things, and
very interested in both philanthropy and in growing a business.

We all know it takes more than hopes and aspirations and
dreams and ideas. It takes money and it takes a path that is not
completely cluttered with obstacles. I know, because that is the life
I lived for 30 years growing a business.

So I am listening this morning—first, I am impressed that he is
awake, because some of this stuff could make anyone’s eyes glaze
over when you—when you listen to this. But—but this translates
into real people’s lives that want to do things.

And I had—as we do in this business, I had to step in and out
this morning, and so I have missed a lot of things, but I was here
for the opening remarks. And Mr. Coffee, I was really struck by
yours.

It is a great name, by the way, if you weren’t a professor, it
would be a great name for a business. Mr. Coffee.

That has been done. It took money for them to grow that busi-
ness. I used to handle their insurance many decades ago. It takes
money to grow a business. And I listened to you—I am not mean-
ing to poke fun, I am just—I just was struck by your remarks, and
you said that the reason companies don’t really need the public
markets—it is not because of regulatory overreach or overzealous
attorneys general who criminalize management mistakes.

It is none—it is none of that, it is just that companies can get
money from the venture world, or the private equity—I think you
said the venture world, but I think that may include other—

Mr. COFFEE. Private equity firms also, I said.

Mr. MACARTHUR. Well, sure. Well let me tell you—Ilet me tell you
the decision I had to make when we got to a State where my busi-
ness was big enough that I thought I could go public, and there
would be enough float to actually make that viable. We had gone
from a hundred-odd people to thousands. We could have done that.
Why did I choose something other than private equity?

I just left a meeting—one of the meetings I had to step out for
was with a person that works with the exchanges. And I asked her
the question, Why don’t companies go public? She said the number
one reason I hear is they are deathly afraid of overzealous regu-
lators and State attorneys general. That is their number one rea-
son.

And then I think about your remark that, well, it is not that.
Underregulation is—is far less dangerous than—or far more dan-
gerous than overregulation.

Mr. CorrEE. Equally dangerous, I meant.
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Mr. MACARTHUR. Here is—here is the problem with that. If you
really get practical. This doesn’t—this doesn’t play out—mno dis-
respect intended, but this stuff doesn’t play out in a classroom. It
plays out in the real world with real pressures coming from all
sides. Venture capital, private equity capital, all of it is the most
expensive form of capital for a business person to access.

By far the most expensive. More expensive than the public mar-
kets. More expensive then debt capital or any of the alternatives
around that. It comes with the greatest amount of outside control.
Because private equity funds—private equity funds, venture funds,
this is what they do every day. And they don’t give their money
without exacting a price, without getting certain controls, without
getting certain investment thresholds.

It is the longest liquidity possible outcome. You take capital from
those sources and you are going to wait 5, 6, 7 years or more. So
why would a rational business person choose that anyway? Most
costly, most control lost, longest liquidity event. Sir, with respect,
it is not because it is just easy money and it has nothing to do with
the state of the public markets.

I am telling you from personal experience, it has to do with the
fact that the public markets are frightening to business people who
don’t want to get squeezed and attacked and have a management
mistake criminalized and all of the other stuff that comes with it.
And T don’t usually make speeches with my 5 minutes, I usually
ask questions but my speech has lasted 5 minutes and so with
that, I yield back, Mr. Chairman.

Chairman HUIZENGA. Gentleman yields back. Gentleman from
Arkansas, Mr. Hill, is recognized for 5 minutes.

Mr. HiLL. Thank the Chairman. I want to thank my friend from
New Jersey because of his 5 minute speech, I may—I have more
time for questions because I enjoyed it, I associate myself with it
and it reflects the experience I have had for 35 years and in cor-
porate finance. So I appreciate my friend Mr. MacArthur and his
perspective on the public and private markets.

It has been—it has been said that we want more public compa-
nies—all of you agree with that universally—to give more opportu-
nities for our pension funds, our 401(k) plans, our IRA accounts
and that there is absolutely no reason to say that is not the pri-
mary objective. We want that opportunity because it shares the
prosperity of America.

So then it gets down to, well how do we accomplish that. And one
is in sales and trading and research and bringing that company
out. That is a key component that we are talking about today. And
then the other is the cost of maintaining that public enterprise.
And so we have bills on both sides of those issues. And I was with
a company a couple of weeks ago—it is a publicly traded company,
$2 billion market cap.

One division has 5,000 suppliers. That is a lot. And you can
imagine they have a lot of things that they sell to have 5,000 sup-
pliers. But one of the most costly things they have in this public
company—Ilong-time public company, $2 billion market cap—is try-
ing to comply with the conflict minerals rule. It just—it just takes
over their whole process, trying to prove that they have done that
in case they are sued. Which they of course fully expect to be, be-
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cause it is not possible to comply with it with 5,000 suppliers in
just one division that—in a globally sourced enterprise.

And so that is an example of what we are talking about, I think,
today on the second piece, the cost of maintaining that public en-
terprise in a competitive—in a competitive way.

Mr. Quaadman, there was a lot of discussion today about study-
ing research coverage for small issuers before they had an IPO. I
would love for your perspective on maintaining coverage of a small
cap issuer after they are public and then I will ask Mr. Paschke
to comment as well.

Mr. QUAADMAN. No, I think—no, that is a great question because
we have actually seen some problems with that, where there has
actually been a retrenchment of research at times as well. And the
reason why I raise MiFID with my opening remarks is that EU
rule is actually going to impact research here and is going to im-
pact costs. So it is a matter of—it is a supply and demand issue,
right? What are the costs of the research, what are the—how is it
priced out?

And it is unfortunate that—I think the JOBS Act tried to ad-
dress some of that but we actually need to do more of that and we
are going to have to try and also determine with the SEC how we
also deal with this in terms of MiFID as well.

Mr. HirLL. Yes. Thank you. Mr. Paschke, what is your view on
that in the marketplace?

Mr. PASCHKE. It is an absolutely major issue. And I mentioned,
we cover 600 companies in research with a focus on small and mid
cap. And the data shows that for companies with a $500 million
market cap and below, they have an average of about three re-
search analysts covering them. Larger cap often will have 25-plus.
So it is very important in those voices that cover them are the voice
to the market.

MiFID was an appropriate thing to bring up because most mar-
ket estimates say that the cost that the buy side is willing to pay
for sell side research is going to come down by about a third
through unbundling. So if you are a small cap name and there are
two or three research analysts covering you today and the research
budget just went down by a third, you may lose one to two of them.

Mr. HiLL. Yes. I think it is super important and I think this $500
million number is a reasonable number. The company I referenced,
$2 billion market cap has six regular research firms covering them.
I was surprised by that and delighted. And some have long-
standing—it is a mix of regional firms and Wall Street firms. In
the time I have remaining I just want to bring up one other issue
for you representing SIFMA.

Just like we talk about community banks needing relief from reg-
ulations, I think the same is true for privately held non-bank
broker-dealers. And one of the ways to do that is I have a bill that
is going to permanently exempt of the peekaboo standard, the audit
standard for small private broker-dealers. And I would hope that
SIFMA would look at that issue and be supportive of a permanent
waiver, effectively, for the peekaboo standard on audit for a small
broker-dealer—because it is introducing—not holding customer
funds.
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Mr. PASCHKE. Yes. It is my understanding that that was defini-
tionally caught up in Dodd-Frank and that some brokers who prob-
ably weren’t appropriate the privately held non-custodial brokers,
were caught up in some of the regulations, which would seem to
us would make sense.

Mr. HiLL. Good. I look forward to working with you on that.
Thank you, Mr. Chairman.

Chairman HUIZENGA. Gentleman’s time is expired with that. The
gentleman from Minnesota, Mr. Emmer, is recognized for 5 min-
utes.

Mr. EMMER. Thank you, Mr. Chair and thanks for the com-
mittee—or the witnesses being here today before this committee
and your patience. The Treasury—and Paschke, I will start with
you. I am going to read you a statement from—an October 2017
Treasury Department report. This I think goes to something that
you started to talk about a few questioners before and that frankly,
Chairman Huizenga brought up at the very beginning of this hear-
ing today.

The quote is this. Or the Treasury report noted that, quote, “to
the extent that companies not to go public due to anticipated regu-
latory burdens, regulatory policy may be unintentionally exacer-
bating wealth inequality in the United States by restricting certain
investment opportunities to high income and high net worth inves-
tors.”

And isn’t that what we are talking about here today with these—
this isn’t just pro-growth, but of the 11 bills, much of it is address-
ing the fact that you have to be too big to play in this country
today. And the thing used to distinguish us from every other coun-
try on the face of planet is that any rank-and-file member of our
society who wanted to participate in the marketplace, to grow his
or her wealth and help grow the wealth of this great Nation, that
has been restricted over the last many years and isn’t that exactly
what you were trying to get to earlier?

Mr. PASCHKE. I think it is absolutely one of the most funda-
mental issues that is going on, is who can participate in the wealth
creation. You know, for sure, the small individual retail investor
who has no access or idea about the opportunities and is excluded.

It is even gotten to the point where the mutual fund, active fund
managers who are often managing money on behalf of a lot of
small individuals or pension funds or police unions, whatever it
may be, they are complaining that because companies are going
public either later or never at all, that they are missing out on the
entire wealth creation that occurs with an Uber or a Spotify or
wherever it may be. These companies have achieved huge valu-
ations all through private capital.

So it is not just mom-and-pop retailers, it’s active money man-
agement funds who don’t have access to the private investment ei-
ther who are one more where away from the individual.

Mr. GELLASCH. If I may for a moment, is to—one thing I think
that is important though, is they all actually have—those invest-
ment advisors and pension funds actually are likely to be able to
physically have access to those markets. The reason why they are
not accessing them right now is because of the risks and costs asso-
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ciated with a lot of those investments. Every mutual fund or in-
vestment advisor.

Mr. EMMER. So you disagree with the Treasury’s statement?

Mr. GELLASCH. No, I actually wholly agree. I think that we have
to recognize that one, when you bifurcate the retail investor of ma
and pa with an Etrade account from the mutual fund investor or
the pension funds, which are in fact, the majority of how Ameri-
cans actually invest in these companies, and those folks who are
the fiduciaries, who are in charge of those, are actually saying,
look, we actually do not want to and have investment guidelines
that say we are not going to get involved, or we are to a very small
extent in these private offerings; we are in venture investments in
large part because of the costs and risks associated.

Mr. PASCHKE. Which is exactly the point that was made by the
previous speaker, about it is the most expensive capital out there.
So to say that the private companies ought to be going there in-
stead of public—

Mr. EMMER. And that is what we are trying to address. That is
exactly what we are trying to address.

Mr. Knight, I have the venture exchange bill and I appreciate in
his remarks, his opening remarks, Professor Coffee likes the con-
cept but has some issues with how it is drafted. Can you—I know
you are familiar with this set provision, can you give us just a pic-
ture of what it would look like if an entity was going to apply to
become a venture exchange? What would they do? What is the
timeline with the SEC?

Mr. KNIGHT. The SEC would have 6 months to determine wheth-
er they meet the qualifications to become the venture exchange. On
our market, we would already be qualified, and the issue would be
whether the company would choose that market structure, that the
optionality that is in your legislation, that it would allow the aggre-
gation of trading interest in—in one market.

Right now, it is split amongst 50 with work—which works well
when you are trading Amazon, but it tends to drain the liquidity
away from the price discovery process. We tend to be very focused
in the United States on competition between marketplaces and
don’t focus enough on having the competition or price discovery be-
tween orders and quotes, and that needs to be aggregated, particu-
larly for small companies if you are going to have a liquidity thick-
ness that you need so that people can sell securities by securities
on an orderly basis.

Mr. EMMER. Thank you. I see my time has expired.

Chairman HUIZENGA. The gentleman’s time has expired, but this
has been fascinating, very helpful. And I would like to thank our
witnesses today for their testimony. Without objection, I would like
to submit the following statements for the record from the Equity
Dealers of America. My Ranking Member, Mrs. Maloney, had taken
care of a couple others earlier.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-



40

jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.
[Whereupon, at 12:05 p.m., the subcommittee was adjourned.]
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Chairman Huizenga, Ranking Member Maloney, and Fellow Members of the Committee:

1. Introduction

I thank you for inviting me. I have been asked to comment on eleven proposed

bills, all of which seem to have a common source: a 2018 Report, entitled “Expanding the

On-Ramp: Recommendations to Help More Companies Go and Stay Public,” prepared by

Sifma and several other industry organizations." The common premise of these bills and

the “Expanding the On-Ramp” report is that high regulatory costs and burdensome SEC

rules discourage many private companies that would otherwise go public from doing so.

That was also the premise of the JOBs Act, enacted in 2012. This premise is a myth, but

it is persistently asserted by industry groups seeking to enact a “wish list” of deregulatory

reforms.

In that light, and because time is limited, let me make some very basic points:

1.

2.

IPO volume crashed in 2001 and has never returned to pre-2000 level.

The JOBs Act did nothing to turn this problem around, and indeed TPO
volume in 2015 and 2016 was Jower than in many years before the JOBs
Act.

If high regulatory costs and SEC overregulation were a causc of low and
decreasing IPO volume, this would be a uniquely American problem. But
it is not. IPO volume has declined even more dramatically in Canada and

has declined on a level comparable to the U.S. in Europe and Japan.

" The other organizations include: (1) The Center for Capital Markets Competitiveness, (2) The
American Securities Association, (3) The Biotechnology Innovation Organization, (4) The Equity
Dealers of America, (5) Technet; (6) Nasdaq and (7) The National Venture Capital Association.

-1-
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Because Canada has no national securities regulator, the decline of [POs in
Canada cannot be blamed on an over-regulating national regulator.

4. What then does explain the decline in IPOs? Although there were scandals

in 2001 when the “Hot Issue” IPO bubble collapsed (which suggests that
under-regulation may be a partial cause), two basic causes of declining
PO volume stand out:

A. Private companies find it easier, quicker, and cheaper to raise
capital in robust private equity markets (where litigation risk is
also much lower); and

B. IPOs for smaller firms have been consistently unsuccessful for a
sustained period, losing money for all concerned (both investors
and underwriters). Thus, analysts and underwriters tend to shun
such offerings. Academic rescarch suggests that the relative
disappearance and inprofitability of smaller firm IPOs is because
such firms cannot gain the economies of scale and scope than are
increasingly necessary to compete in a globalizing marketplace.”

5. Is there a crisis? NO! Private companies are tapping ready sources of
capital in venture capital and private equity markets. High tech firms (such
as Dropbox this year) are doing successful IPOs (but they appear to be
mainly motivated more by a desire to provide liquidity to their employees
and other holders of their stock options). Other firms (such as Spotify)

have pursued “direct listings” (probably again to obtain liquidity for

? See Jay R. Ritter, Xiaochui Gao Bakshi, and Zhgongyan Zhu, “Where Have All the IPOs
Gone?, ” (available on SSRN at https://ssm.com/abstract=1954788).

-
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employees and stock option holders) and have spurned the format of the

classic IPO.

. What will happen to the smaller firm that cannot access the IPO market?

Venture capital firms have long known that prices and premiums are
higher in the “M&A™ market than in the IPO market. Simply put, the
smaller firm can be sold at a higher price/earnings multiple in the M&A
market (where the buyer is acquiring control and will therefore pay a
control premium). Such a buyer can transform the acquired business and
move it to a global scale.

In this light, relaxing disclosure and transparency rules and downsizing
important corporate governance protections (such as “say on pay” or the
Rule 14a-8 sharcholder proposal rule) represent a dubious policy for
Congress to follow. That is, it is no favor to the retail investor to allow
smaller companies to escape full disclosure or to avoid corporate
governance norms, when these are precisely the offerings most likely to
fail.

One last general point: A number of these bills amend or modify specific,

existing SEC rules (such as Rules 139, 163 or the rules under the
Investment Adviser Act). This amounts to micro-managing the SEC. That
might be justified if one does not trust the SEC or considers it hopelessly
committed to over-regulation. But this is a Republican SEC and I have not
heard anyone describe Chairman Clayton as opposed to de-regulation. In

that light, it would make far more sense for Congress to ask the SEC to
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study a proposed rule change and report back within a defined period.
After all, the SEC can respond in a more nuanced way and has greater
expertise and experience. The SEC can also adjust its rules in a more
flexible fashion, while Congress adopts permanent rules, carved in stone.

11. The Empirical Bvidence on IPO: Volume and Returns

The basic pattern is shown by Exhibit One, which shows that not only
have the average number of IPOs declined (from 310 a year in 1980-2000 to 108 from
2001-2016), but the first day returns (and thus the returns that attract investors and
underwriters) have declined dramatically:

Exhibit One

[PO volume has been very low in the U.S. since 2000

in 1980-2000, an average of 310 firms went public every year
In 2001-20186, an average of 108 firms went public every vear
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Number of Offerings {bars} and Average First-day Returns (line} on US IPOs, 1980-2016

This pattern has been even more pronounced for smaller firms (defined as firms with

annual sales below $60 million):

4-
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Exhibit Two

U.S. IPO Volume has been particularly low for small firms
Small firm 1POs are defined as IPOs with less than $60 million in LTM sales {$2016)

Number of U.S. [PCs with pre-IPO Annual Sales less than or greater than $60m/Year (2016)

Although “small” IPOs generally outnumbered “larger” IPOs from 1995 to 2000, they
have been outnumbered by “larger” IPOs for every year thereafter (with one exception in
2015).

This decline in IPO volume is not unique to the United States. The decline
in Canada has been even more extreme (where the absence of a national securities

regulator undercuts the argument that overregulation is the cause):

Exhibit Three

-5
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Number of Offerings {bars} and Average First-day Returns on
Toronto Stock Exchange 1POs, 1980 - 2016

Number of (#0s
Averaga First-day Returns

TSX Venture Exchange {and its predecessor, the Vancouver Stock Exchange) IPOs are not included.
Fund and unit offers are not included {only operating companies are counted).

The Canadian experience is particularly instructive because the first day average returns
on IPOs have been negative since 2008 (with the lone exception of 2010). This same
decline in IPO volume and returns has also characterized Europe and Japan. Across all
the developed securities markets, only China has recently experienced an exuberant and
growing IPO market.

Small firm IPOs fare especially poorly in terms of earnings per share
(“EPS”) following their IPO. Ritter, Gao, and Zhu measure the percentage of both “large”
and “small” IPOs that experience negative EPS in any fiscal year. They find that the
percentage of “small” IPOs (from the prior three years) with negative EPS in any given

year has ranged between 65% and 90% since 1999. In contrast, “large” IPOs (from the

same prior three years) have generally had positive EPS over the fiscal years since 2002:

-6
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Exhibit Four

Small firm IPOs have become less profitable
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Percentage of U.S. IPOs from the prior 3 years with nsgative EPS in fiscal year t

Source: Table 2, columns 2 and 4 of Gao, Ritter, and Zhu “Where Have Al the IPOs Gone?”
December 2013 Journal of Financial and Quantitative Analysis, updated

In short, large IPOs make money, while small IPOs lose money in subsequent years. The

buy-and-hold returns on small IPOs reflect this reality:

Exhibit Five

-
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U.S. small firm IPO returns have been disappointing

Mean 3-year buy-and-hold returns on IPOs {blue) and style-matched seasoned firms {red)

targe firm POs

Small firm POs

po

1980-20060 2001-2015 19802000 2601-2015

$60 million in inflation-adiusted pre-IPO annual sales cutoff,
returns not including first-day retumn and ending in Dec, 2018

Il The Cost on an IPO: Direct and Indirect

A key assumption to both the JOBs Act and the proposed legislation

before this Subcommittee is that deregulation can significantly (or even moderately)

reduce the costs of an IPO. But this is highly doubtful. The following chart, taken from a

PriceWaterhouse Coopers study, shows that across all sizes of IPOs (small to large), the

underwriting discount accounts for between 71% and 79% of the total average costs:

Exhibit Six

-8-
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The Costs of Gomng Public
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Bottom Line: The underwriters discount dominates, with legal fees and public auditing costs ranking
second and third. Costs directly attributable to the SEC and other regulators are relatively modest. For
the $500 million and larger IPO, the underwriters’ discount amounts to nearly 80% of all costs.

Nothing else comes close to the underwriters’ discount, with legal and audit costs coming
second and third. Legal fees range between 10% to 13% of tﬁe total costs. The actual
SEC registration and filing costs are trivial and in the 1 to 2% range). Although these
proposals might reduce legal and auditing costs somewhat, the reduction would be
modest to an already minor cost.

In reality, the “real” costs of an IPO are hidden, and include the costs of
diverted executive time, the costs of a now multinational “roadshow,” and the potential
litigation costs. Some privately-held companies simply do not believe that they can spare
time for an IPO when they are locked in intense competition with often larger rivals.

Others fear a stock price drop might spur litigation. Still, others doubt that their IPO price

9.



52

would be as high as their valuation in their last round of private financing (and some
recent IPOs have fallen below that level). But these reasons have little to do with the
direct financial costs of an 1PO.

This is not to say that many private companies would not like to avoid
some of the burdens that these bills would spare them from (if they were to go public).
Yes, they would like to avoid “say on pay” votes and shareholder proposals by activists
(which are made under SEC Rule 14a-8). Similarly, they might prefer a world in which
proxy advisors (such as 1.8.S. and Glass-Lewis) were closely regulated into relative
silence (as is also proposed in “Expanding the On-Ramp™). But such proposals all reduce
sharcholder rights and involve very problematic trade-offs. Nor will all “emerging growth
companies” necessarily be attracted by such deregulation. Suppose, for example, that
three new IPOs are caused by climinating “say on pay” votes for EGCs, but 100 EGCs
are thereby deregulated. The costs and benefits of such a move seem open to serious
debate. In the next section, some of the specific trade-offs are examined.

Iv. Proposed Legislation

These bills have very different impacts, costs, and benefits, Thus, cach
needs to be considered separately:

1. H.R. 5054 (the “Small Company Disclosure Simplification Act of

20187).
This is “Improvement Nine” in the “Expanding the On-Ramp” platform
and it would exempt covered issuers from XBRL (an interactive data format that allows
analysts to compare data across companies through a standardized layout). This proposal

seems overboard because it would exempt not only EGCs, but also more mature “non-

-10-
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accelerated filers” that may have been “reporting companies” for many years. Also, there
is some inconsistency here between the recurring complaint in “Expanding the On-
Ramp” that analysts do not conduct sufficient research on smaller firms and this proposal
that makes such research harder (and more costly) to conduct.

Personally, I cannot advise this Subcommittee whether the XBRL format
is important in this context, but that is preciscly the question that should be asked of both
the SEC and institutional investors. As with many other proposals in this package, this
proposal seeks to micro-manage the SEC without first inquiring what the SEC’s views
are.

Overall, this is not among the more important proposals in this package,
but some inquiry should be made of securities analysts and bodies such as the Council of
Institutional Investors (“CII”).

2. H.R. 5756 (Resubmission of Sharcholder Proposals Under Rule
14a-8)

This is “Improvement Two™ in “Expanding the On-Ramp,” and it will be
highly controversial. Essentially, it would move the “resubmission” standards up from
3%, 6%, and 10% to 6%, 15%, and 30%, respectively -- in effect, more than doubling
them. Essentially, this resurrects a proposal made in 1997, which the SEC dropped as a
hot potato. It will be no less controversial today.

Initially, it should be noted that this proposal has relatively little to do with
EGCs or IPOs, and would apply as well to IBM, Citicorp, or Apple. Although it would
apply to all issuers, it has been endorsed only by representatives of venture capital and

other small issuers. Because it very much implicates the interests of “socially
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responsible” and “sustainable growth” investors (many of whom are institutional
investors and mutual funds), | would urge this Subcommittee to elicit their views on an
issue that is important (and even critical) to many of them. In addition, the views of the
principal proxy advisory firms (1.S.8. and Glass-Lewis), the C.LI1. and bodies such as the
Investor Responsibility Research Center (1.R.R.C.) should be solicited, as their interests
are significantly affected and they have closer contact and expertise with respect to the
shareholder proposal process than do the proponents of this measure).

In recent years, investors have shown increasingly interest in
“Environmental, Social and Governance” proposals (usually dubbed “ESG” proposals
and have voted for them in increasing percentages. Such proposals now sometimes win.
But typically, they may start with an initially low level of support (potentially, below
6%). Thus, they would be denied resubmission under this proposed standard. Shareholder
proposals may receive an initial low level of support because a process of investor
education is necessary.

Some institutional investors (most notably, BlackRock) have announced
this year that they intend to invest greater resources and personnel in monitoring ESG
proposals, and this proposal flies in the face of that enhanced investor interest. Moreover,
“Expanding the On-Ramp” cites no data or empirical evidence for its position, but just
makes a blanket judgment that shareholder proposals should be cut back. That is too glib.

Shareholder proposals can play a “safety valve” function in corporate
governance, allowing issues to be presented that need attention: for example, gender
diversity on boards, climate change, executive compensation, etc. This attempt to silence

these proposals will do little to encourage more [POs, but will suppress needed debate.
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3. H.R. __(“Main_Street _Growth Act,” providing for the

Registration of Venture Exchanges)

The idea of a “venture exchange’ is promising and has had some success
in the UK., and Canada but the statutory language proposing this concept unduly
restrains the SEC. Under this language, venture exchanges are to be recognized and
deemed registered unless the Commission denies the application within six months. Such
an exchange may trade securities of any EGC, but other provisions in this package of
bills expand the definition of EGC by (i) stripping away the limitation on large
accelerated filers, and (ii) allowing firms to continue as EGC for ten years. Further,
issuers, trading in this market should be required to make much continuing disclosures as
public “reporting” companies, scaled down somewhat to reflect their lesser size. A
compromise here needs to be worked out before this idea is truly ready for adoption.
These inconsistencies need to be worked out, and it would be preferable if the
Commission came forward with its own more nuanced and better researched proposal.
Congress should instead encourage the Commission to make such a proposal. Possibly,
such a proposal might encourage some “unicorns” to take a half step toward becoming
public companies.

Nonetheless, one provision in this bill is especially problematic. Securities
traded on “venture exchanges” would be exempted from states” “blue sky” laws (while
securities traded “over the markef” on ATS gsystems are not exempted). This is an
unjustified disparity, in part because this is the area of small company trading where the

state regulators have been most effective.
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4. H.R. (Rule 163)

This bill proposes that Congress rewrite a specific SEC rule (Rule 163),
and thus it again seems to be micro-managing the SEC. Beyond that, it also
misunderstands the goal of Rule 163. Rule 163 exempts certain very large corporations
(known as “Well-Known, Seasoned Issuers” or “WKSIs”) from the gun-jumping rules of
Section 5(c) of the Securities Act. This exemption reflects the fact that these large issucrs
also have the obligation to provide timely information to their sharcholders (and hence
cannot remain silent as a smaller IPO firm generally can in the “quiet” period). Indeed, its
number of shareholders may greatly exceed the number of prospective offerees in an
approaching equity offering. But this proposal gives beyond permitting the issuer to
communicate timely information to its shareholders and would permit underwriters
actually to sell the securities to them -- before a registration statement had been filed.
This would overturn a key premise of the Securities Act: that actual selling not occur
until the issuer had prepared and filed a registration statement with the SEC that contains
all material information about the offering. That would tend to make the registration
statement irrelevant or only a souvenir of the transaction. That is, the deal could be
entirely sold before anything is filed with the SEC.

Finally, T must observe that this is a proposal relating not to IPOs or
smaller firms; but to giant corporations conducting large offerings. It is thus totally
unrelated to encouraging 1POs in any meaningful way. Thus, it reveals that the relatively
unrelated proposals in this “Expanding the On-Ramp” are simply the “wish list” of a
variety of industry groups -- without any close connection or logic. This idea has also

been floated in the past and abandoned by the SEC -- for good reason!
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5. H.R. ___ (Directing the SEC to increase and align the smaller

reporting company definition and non-accelerated filer thresholds).

This is Recommendation One (at p.27) of “Expanding the On-Ramp’s”
“Recommendation Related to Financial Reporting.” As proposed in that document, the
SEC should conduct an elaborate rulemaking “study of the costs and benefits of such an
approach.” However, the proposed legislation simply directs the SEC to take very
specific action with very specific thresholds and thus abandons the idea of a rulemaking
study. That is unwise. Administrative agencies have greater experience and expertise than
Congress and are better positioned to draft bright-line standards.

Again, this bill reflects a certain distrust of the SEC, which seems
peculiarly inappropriate when the SEC has a cautious, careful Chairman that no one has
accused of a bias towards over-regulation.

I take no position of exactly where the thresholds should be but only
suggest that this question needs objective study.

6. H.R. (mandating SEC study of research coverage of small

pre-1PO issuers)

I have no objection to such a study (and would encourage it), but I do
anticipate some of the likely findings. Because smaller IPO offerings have been
consistently unsuccessful and unprofitable (both in issuer earnings and first day returns),
underwriters and, in particular, analysts associated with unaffiliated broker-dealers do not
want to waste resources or become involved with unpromising transactions.

Congress should also be mindful of some limits on its power. There could

even be a First Amendment limitation on any attempt by Congress to mandate that
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underwrites (or particularly unaffiliated brokers and analysts) publish research studies on
impending IPOs.

To be sure, there are ways that Congress could seek to subsidize such
research (possibly by asking exchanges, as other nations do, to bear some of the costs of
such research and pass the cost onto all brokers and dealers on that exchange). But such a
proposal (which has been adopted in other countries) is too complicated to discuss in this
testimony.

7. H.R.___ (removing the prohibition on large accelerated filers

qualifying as EGCs).

This is essentially “Enhancement Four” in “Expanding the On-Ramp’s”
proposed “Enhancements to the JOBs Act” (see p. 12). From my humble perspective,
there is a basic contradiction here: you are hardly an “Emerging Growth Company” if
you are also a “Large Accelerated Filer.” Conceptually, it is hard to be both small and
large at the same time.

More importantly, this proposal exempts large companies (namely, large
accelerated filers) from the disclosure requirements applicable to most issuers. This is a
far cry from a temporary bridge for EGCs, but rather concludes that, to induce IPOs,
Congress should let the big issuer remain exempt. It is highly unlikely that this strategy
will work, because this incentive has not induced many IPOs in the years since 2012. But
even if it did work (to some degree), it institutionalizes a two-tier disclosure system,
based not on size, or public float of the issuer, but on when the issuer went public.

Ultimately, eliminating the “phase out” rules (such as the “large

accelerated filer” condition) docs not encourage new 1POs (because the recipients of this

-16-



59
exemption have already “gone public” years ago). No doubt, some public companies
would like to remain EGCs, but that creates a permanent two-tier market, not a
transitional brdge.

8. H.R. (to provide a five vear extension for EGCs)

This is “Enhancement Onc” to the “Expanding the On-Ramp’s”
“Enhancements to the JOBs Act” (at p.10). The core idea to the JOBs Act was to create a
five-year bridge for EGCs to transition to full “reporting company” status. EGCs are
now lobbying to make this bridge permanent. If they get their additional five year
extension, there can be little doubt that these same EGCs will seek another exemption in
five more years (and may succeed in recreating a permanent exemption, regardless of
their size, carnings, or public float).

The result is likely to be a permanent two-tier disclosure system in which
EGCs never are required to make the same disclosures as those companies that went
public before 2012 (the date of the JOBs Act). The only rationale for such a bizarre
system 1is that it might conceivably cause firms to “go public” that otherwise would not.
But the evidence to date does not suggest that JOBs Act has provided any strong
incentive. To be sure, high-tech “unicorns™ do go public (as Dropbox exemplified this
year), but they want until it is possible to obtain an IPO valuation well in excess of their
prior valuation in this private equity market (and many “unicorns” cannot obtain such a
valuation and so remain on the sidelines). Other private companies may follow Spotify
and do a “direct listing”. But smaller companies will not have this opportunity and will
turn instead to the M&A market where they receive much higher valuations.

Unfortunately, the JOBs Act’s cost-saving subsidy thus goes to high-tech offerings
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(which need no such subsidy) and does not motivate smaller companies (because such
offerings are unprofitable).

9. H.R. (replacing Form 10-Q with a press release)

This is “Improvement Three” in the “Expanding the On-Ramp” proposals.
It would grant EGCs the option of replacing Form 10-Q with a press release. This is one
of the worst ideas in this package, because over time it would undercut our quarterly
reporting system. If EGCs receive a ten year exemption from most quarterly disclosures,
this will create predictable political pressure for further time extensions and eventually a
permanent exemption. Eventually, those older companies still subject to quarterly
disclosure will lobby for corresponding exemptions.

Substituting a press release for a Form 10-Q is not a small change. A press
release need only disclose revenues and earnings (if that), and need not provide full
financial statements. Today, the Form 10-Q contains important forward-looking
information in its “MD&A” section, and this information will likely no longer reach
investors in the exempted companies. This retreat from full disclosure and transparency is
substantial (even if it is herc masked as a minor change).

Although investors would thus lose much transparency, there is no real
evidence that this incentive will produce any significant increase in IPOs (and little
evidence suggests that this has happened since 2012). Nor is there evidence that inducing
successful companies in the private markets to list in the public markets produces
significant gains for the economy. Further, the many “unicorns” now waiting on the

sidelines in the private markets are not waiting to realize minor cost savings in going
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public. Rather, they are largely waiting for the optimal moment when they can obtain a
valuation well in excess of the already high valuation they enjoy in the private market.

10. HR. (to allow purchases of EGC shares to be qualifying

investments for purposes of the Registered Investment Advisor

exemption}

This is “Improvement Five” to the “Expanding the On-Ramp” proposals
(see p.21) Once again, this is a legislative edict that would amend SEC rules (here Rule
203(1)-I under the Investment Advisors Act), and the views of the SEC have not yet been
requested (or at least made public).

The impact of this proposal would likely be modest (and I do not suggest
that it is necessarily undesirable), but it would be preferable to place the horse before the
cart and ask the SEC if it is willing to amend its rules (or explain why not) before
repealing these rules.

11. H.R. (to_increase mutual fund diversified limits from ten

percent to fifteen percent)

This is “Improvement Ten” to the “Expanding the On-Ramp Proposals”
(See p.24). It may well be a sensible proposal, but the SEC’s views on it have not been
made public. I tend to doubt that many mutual funds will be willing to hold 15% stakes
(as opposed to 10% stakes) in a portfolio company, because, once over 10%, they are
generally subject to Section 16(b)’s “short-swing” profit recapture provisions (and they
also are likely to encounter greater liquidity problems in selling such a large state). But

the idea is plausible.
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This package of bills proposes major retreats in disclosure and corporate
governance in order to encourage some additional 1POs. The evidence to date does not
show any significant response to the larger concessions made in the JOBs Act in 2012.
Moreover, these proposals may turn a transitional bridge into a permanently two-tier
disclosure system.

Not all these proposals are necessarily wrong-headed, but they have not
been vetted adequately by the SEC or other concerned constituencies. Some -- most
notably, the modifications to the sharcholder proposal rule (Rule 14a-8), the say-on-pay
rules, and the generally hostile attitude toward proxy advisory firms -- represent major
retreats in corporate governance. Other proposals -- most notably, the substitution of a
press release for a Form 10-Q -- significantly reduce transparency and would predictably
encourage other issucrs to demand parallel exemptions.

The costs seem real, while the benefits may be illusory. There is no crisis
demanding major deregulation. Although smaller IPOs will continue to decline, the much
larger “unicorns” are simply biding their time. Eventually, they will go public, but small
cost incentives will not motivate them.

if these bills pass, one prediction is safc: in five more years, we will see

JOBs Act I11, based on the same dubious assumptions.
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Statement of Barry Eggers
Partner, Lightspeed Venture Partners
Board Member, National Venture Capital Association
before the Subcommittee on Capital Markets, Securities, and Investment
“Legislative Propeosals to Help Fuel Capital and Grewth on Main Street”

May 23,2018

Chairman Huizenga and Ranking Member Maloney, thank yvou for the opportunity to testify
today on the important subject of capital markets reform and encouraging more U.S. public
companies. My name is Barry Eggers, and 1 am a Founding Partner at Lightspeed Venture
Partners, a venture capital (VC) firm that invests in, and works closely with, cutting-edge
technology startups in areas such as information technology, data analytics, cloud computing,
storage, networking, ecommerce and consumer marketplaces. 1 am here in my capacity as a
board member of the National Venture Capital Association.

Let me begin by explaining why venture capitalists care about policy issues pertaining to our
public capital markets. There are three main ways that venture capitalists exit an investment: 1)
a merger/acquisition 2) an initial public offering (IPO) or 3) a business failure. While the vast
majority of venture capital investments are in private emerging growth companies (EGCs),
recent research has shown that nearly half of all companies that have gone public since 1979
have been backed by venture capital'. We sit on the boards and provide advice and counsel to
many of the companies who consider going public. Generally once they go public they exit the
VC ecosystem. But the ability and attractiveness of becoming a public company is a critical
issue for the growth of our portfolio companies while we are involved with them.

To provide a little background on venture capital, we are investors in the nation’s startups. At
Lightspeed for instance, we invest early in a company’s life, often when there are a few founders
trying to build out a new concept. We work with these entrepreneurs to grow the company into a
successful enterprise, including providing mentorship and strategic advice, helping them hire
new employees, infroducing them to potential customers, and providing additional rounds of
financing to fuel continued growth. This work typically takes a lot of patience over a long time
horizon. At Lightspeed, the average time to IPO from first investment is roughly eight years.

I’ve been a venture capitalist for over two decades, and in the technology ecosystem for over 30
years. | have witnessed firsthand the increasing willingness among founders and CEOs of
private EGCs to sell their companies instead of taking them public. When | first got started in
the business, the goal of most entrepreneurs was an IPO, and many companies were successful in
that endeavor — such as Maker Communications, a company | invested in that went public in
1999. Maker had quarterly revenuc of $3 million prior to their IPO. They had raised $24 million
from venture capital firms and then raised $44 million in their 1PO, which valued them at $230
million. Twenty years later, an IPO is rarely a goal for an EGC. Many view the public markets
as hostile to innovative small-capitalization companies and would rather have the certainty of a
trade sale than deal with the challenges, complexities, and costs of running a public company.
And for those that do go public. they often do so only when they’ve grown to a size that can

* https://www.gsb.stanford.edu/insights/how-much-does-venture-capital-drive-us-economy
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better bear the burdens that come with being public — such as Nimble Storage, another company
Iinvested in which went public in December 2013 — and is representative of the first batch of’
EGCs to go public under the 2012 Jobs Act. Nimble had quarterly revenue of $33 million prior
to their IPO. They had raised around $100 million in venture capital and raised $168 million in
their IPO, which valued them at $1.5 billion.

The data here is rather stark. Since 2000, the U.S. is averaging less than half the number of IPOs
per year than in either the 1980s or 1990s°. A consequence is that the U.S. now has about half
the number of public companies than twenty years ago®. My firm, Lightspeed, has one of the
strongest track records of IPOs since 2016, We have had seven portfolio companies go public
over the last two and a half years. But that is still less than 5 percent of the 145 active companies
in our portfolio.

Challenges Facing EGCs

Avoiding the public markets has unfortunately become a prevalent view among many EGC
executives. It is a far less attractive proposition to run a public company now, and as a result,
many choose to forego this option altogether. As an example, AppDynamics, previously a
Lightspeed portfolio company, faced this choice and decided to sell rather than become public.
At the time, AppDynamics was a growing company that had actually gone through all the work
to prepare for an IPO and had successfully completed their IPO roadshow. The day before they
were scheduled to go public, they decided instead to sell to Cisco Systems. Mergers and
acquisitions are certainly a healthy economic activity, but my point with AppDynamics was that
even a healthy company with a bright future can look at the public markets these days and decide
it is not worth the uncertainty. As a result, there is one less independent, high growth public
company which creates jobs and becomes an acquirer of small companics.

The myriad issues that discourage EGCs from going public can be grouped into three broad
categories: 1) the increased cost and complexity of running a public company 2) the collapse of
market making infrastructure, including research coverage for EGCs and 3) the challenges
presented by a culture of short-termism. In each category, since the turn of the millennium,
policy changes and industry trends have conspired to increase the challenges facing small public
companies. For example:

» Sarbanes-Oxley significantly increased the costs of operating a public company;

e The Global Settlement in 2003 disrupted the economics of research coverage for smaller
companics;

e The rise of activist investors and manipulative shorting have made it more difficult for
innovative companics to access capital in the public markets for longer-term projects.

Many of the policy changes were well intentioned attempts to solve for separate policy issues.
Similarly, industry trends may have good intentions at their core, perhaps seeking to impose
discipline on public companies or force more accountability to shareholders, for instance.
Unfortunately, time and again the EGC PO ecosystem becomes collateral damage to these

2 Initial Public Offerings: Updated Statistics. lay Ritter, University of Florida, March 8, 2016
3 Jay Ritter, University of Florida, Number of Listed Firms in the U.S. 1980-2015, by quarter.
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objectives. And as these challenges continued to pile up, they have made the decision to go
public harder for entrepreneurs to justify.

Consequences of Fewer Companies

1 believe there are two significant consequences arising from the lack of IPOs and the decline in
U.S. public companies: a decline in job creation and a loss of investment opportunities for retail
investors. Every time a company chooses to sell itself rather than go public, there is a negative
impact on the U.S. jobs market in terms of reduced potential new job creation and often there are
job reductions once the companies fully merge. Research indicates that 92 percent of job
creation happens at companies once they go public®. And data provided by Professor Jay Ritter,
a professor at the University of Florida who has been a prominent voice on the IPO market,
posits that this lack of IPOs has cost the economy on average about two million new jobs a year.
From what I" have seen, many of these jobs can be the type that support middle class families
and don’t necessarily require college degrees. I am thinking for instance about human resources
or administration jobs, which often disappear after a merger.

The lack of IPOs has also had an impact on middle class retirement savings and retail investor
portfolios. To provide a few examples of the growth in valuc of venture-backed companies if
one bought into their IPO, Microsoft which went public at a $350 million dollar market
capitalization is now worth more than $500 billion. Genentech raised $35 million in their
revolutionary 1980 1PO and was acquired at a valuation of $106 billion in 2009. Amazon’s
market capitalization has increased by a factor of 1,100 from their $440 million market
capitalization at IPO. Yes, IPOs are risky to invest in, but they have also provided a fantastic
opportunity for wealth creation to main street investors.

Jumpstart Our Business Startups (JOBS) Act

The JOBS Act was a terrific start to tackling this difficult challenge. And [ have seen it used first
hand. In particular, the provisions allowing for EGCs to file with the SEC and to test the waters
with prospective investors confidentially have made it easier to go public without harming
investor protection. And in my view, the creation of the Ernerging Growth Company construct
was one of the most creative pro-growth policics in recent memory. EGC status allows
companies that are under $1 billion in annual revenues and who are cither private or public for
less than five years to access a scaled disclosure and regulatory regime.

Expanding the On-Ramp

The joint report endorsed by NVCA, Expanding the On-Ranmp, offers a blueprint for building off
the success of the JOBS act and making it more attractive to be a public company. One aspect
that strack me was the breadth of viewpoints that were brought to bear in the coalition which
came together to compile this report. From company operators to those whose job it is to
facilitate public offerings, exchanges, and investors such as myself, the report leans on the
experience of industry participants who have seen this challenge from a broad cross-section of
perspectives. While I may not be an expert on market structure, I do understand how challenges
with liquidity can impact the decision of one of my portfolio company CEO’s decision to take
their company public. This is a complex and multi-faceted challenge, and so needs a
comprehensive effort.

* https://www.sec.gov/info/smallbus/acsec/rebuilding_the ipo_on-ramp.pdf
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In particular, I view the enhancements to EGC status as a positive move to improve the
experience for companies going into the public markets. Removing the phaseout of EGC status
for large accelerated filers will provide more certainty for companies that the benefits of EGC
status will be there unless they cross a more predictable revenue or time threshold. The problem
that the current large accelerated filer phaseout presents is that the definition is based on public
float, which is a function of stock price and can be quite variable. For instance, looking at the
history of the companies that Lightspeed has been involved with which went public since 2016,
there was an average difference of about 68 percent between the high price and the low price in
the first six months of trading post-IPO. And even if the company crosses the $700 million
public float threshold for one day, they lose EGC status permanently. As a result, this company
would then be responsible for an audit of internal financial controls immediately, an expensive
surprise indeed and one that can call into question the certainty of EGC benefits.

I applaud the Committee for your work on allowing any investment into an EGC to be
considered a qualifying investment for purposes of the VC exemption definition from the
Registered Investment Advisor (RIA) regulatory regime. Congress created both the EGC
definition and the VC exemption for similar purposes, namely a favorable capital formation
regulatory environment for growing companies. That secondary share purchases of EGCs are
currently non-qualifying is becoming an increasing challenge for VC funds that are forced to
choose between continuing to follow their companies along the growth trajectory and risk the
significant expense and difficulty of registration or passing on further capital formation
opportunities for certain portfolio companies. Neither outcome is positive.

I understand that rebuilding the research coverage and market making infrastructure is a difficult
undertaking, but it’s absolutely critical to solving this challenge. And so a study of pre-1PO
rescarch coverage seems to be a good place to start. I hope this work can be done expeditiously
so we can begin to implement policy reforms that will encourage the research coverage EGCs
desperately need to have success going public.

Conclusion

[ am excited to see the Congress take such a deep and thoughtful look at an issue that is
fundamental to our country’s future. As a venture capitalist, I have spent my career building the
next generation of America’s companies. I believe that if we can encourage more of these
companies to go public in the next decade, we will improve access to economic opportunity in
the country, as well as our economic competitiveness.

Again, thank you for providing me the opportunity to testify today on this critical topic. I'm
happy to answer any questions.
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Testimony of Tyler Gellasch, Executive Director of the Healthy Markets
Association

Hearing on Legislative Proposals to Help Fuel Capital and Growth on Main Street
Before the House Financial Services Committee, Subcommittee on Capital
Markets, Securities and Investment

May 23, 2018

Chairman Huizenga, Ranking Member Maloney, and other members of the
Subcommittee, thank you for holding this hearing, and for offering me the opportunity to
appear before you today.

I am the Executive Director of the Healthy Markets Association. Healthy Markets is an
investor-focused, not-for-profit coalition.” Our members, who range from a few billion to
hundreds of billions of dollars in assets under management, have come together behind
one basic principle: Informed investors and policymakers are essential for healthy
capital markets.

Today, this subcommittee is examining a number of proposals that many argue would
promote small businesses’ access to the capital markets. The majority of these
proposals are, predictably, being pressed by companies, their executives, and their
service providers. That makes sense. These groups have a clear interest in maintaining
and expanding their access to capital.

However, these proposals also largely ignore the other side of the markets: the
investors. Investors are of course an essential party in capital formation as well as any
exit strategy for those who have provided venture funding to a private company: if a
company, its executives, or its early investors want to sell their securities, they need
investors who will purchase their securities. Without investors, there is no capital
formation (or liquidity event).

This might be part of the reason why prior issuer-driven capital formation proposals
have not fulfilled their proponents’ expectations. For example, the high-profile JOBS Act
doesn’t seem to have made any dent on the steady decline in the number of public
companies. From a peak of around 7500 public companies about two-decades ago,
we're now just above 4000. Since the passage of the JOBS Act, the number of public
companies has continued to go down. As discussed in detail below, there may be many

"Launched in 2015 by five leading buyside firms, Healthy Markets has since expanded to include sixteen
buyside and working group members and partners, including leading pension funds, investment advisers,
broker dealers, data providers, and an exchange. For more information about our membership, please
see our website, healthymarkets.org.
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reasons for that, including consolidation fueled by a low-interest rate environment and
regulatory and cost advantages for larger firms.

Further It appears that the JOBS Act had no measurable impact on the number of IPOs.
in the four years from 2014-2017, there were only 503 [POs, despite a massive broad
stock market rise during the period.? By way of conftrast, in the four years from
2004-2007, there were 646 IPOs.

This is not surprising to many investors and observers, as so much of the JOBS Act
was devoted to expanding opportunities for companies to remain private

The current level of IPOs could also be a function of the fact that IPOs have significantly
underperformed mature firms in the first year after going public.® Put simply, IPOs may
be down because investors may be factoring in their relatively poor performance versus
the rest of the market.

Further, the JOBS Act's efforts to promote lower-cost “‘mini-IPOs” with a lighter
regulatory regime have similarly led to poor performance for investors. According to
Barron’s

Investors so far have little to show for the hundreds of
millions of dollars that the U.S. Securities and Exchange
Commission says have gone into these IPOs since Reg A+
took effect in 2015. Investment returns are hard to find,
mainly because only a few dozen of the 300-odd Reg A+
stocks have gotten so far as to list on the NYSE, NASDAQ,
or OTC markets, where you can trade or at least get a price
quote. Those include a handful of community banks and one
outfit carried high on the recent blockchain froth. Excepting
those, the average Reg A+ stock fell 40% in the six months

2 Jay R. Ritter, Initial Public Offerings: Updated Statistics, Jan. 17, 2018, available at
hitps /isite warrington.ufl edu/ritter/files/2018/01/1P0s2017Statistics January17 2018 pdf.

3 For example, the JOBS Act removed restrictions on “general solicitation” for private offerings and also
raised the shareholders of record thresholds for when a company would be compelled to become a public
filer. Both of these efforts expand the relative size of the private — not public -- markets. In fact, while on
the Senate staff, | argued that the greatest likely impact of the JOBS Act would be the dramatic growth of
the private markets--likely at the expense of the public ones.

4 Daniel Hoechle, Larissa M. Karthaus, and Markus Schmid, The Long-Term Performance of |POs,
Revisited, (Feb. 2018), available at
hitps:/poseidon@ i ssm.comidelivery php?ID=42802210602112612608311212607100112011603407003

500505505707 103003006609306607 3001077 12400406106 1006108028027 1171 18125807908702500808
7047000081003016112115126126006808107704002009911009012407212612310009708111206900108
£0980740921131230850670900060850098EXT=pdf (finding that for 7,487 IPOs between 1975 and
2015, the one year performance was significantly worse than for mature firms).

20f21



69

after its mini-IPO and has underperformed the raging bull
market surrounding them by nearly 50 percentage points.®

Even worse, the one blockchain-related outlier detailed in the Barron’s study, Longfin,
subsequently had its assets frozen in an emergency fraud enforcement lawsuit by the
SEC less than 6 months after its mini-IPO.8

Some business failures are inevitable amongst any group of early-stage startups, but
this record demonstrates that these efforts are not helping investors or the economy.
While this could be viewed as “capital formation,” | think we can all agree that these are
not the types of outcomes policymakers, regulators, or really anyone should want.

Simply reducing disclosures, or further expanding the potential use of exempt offerings
isn't likely to increase the appetite of investors or spur capital formation--at least in any
economically beneficial way. That approach has been tried--repeatedly--and failed.

We recommend you consider a different approach.

Rather than focusing solely on what the would-be sellers and their service providers
believe might help them, we urge you to consider equally the expectations and needs of
investors. If you include investors’ perspectives, you will likely come to some very
different conclusions as to why we have fewer public companies and will likely come up
with markedly different ways to address that problem.

To be clear, the relative costs and burdens of being a public company are markedly
greater than they were years ago. Further, despite decades of “innovation” and
technological developments, the costs of actually “going public” -- particularly for smaller
companies, may be significant. Some of these burdens and costs are imposed by
regulatory demands. Some are imposed by investors.” And still others - perhaps some
of the greatest - are imposed by those who would be retained by companies to assist
them in raising capital.?

° Bill Alpert, Brett Arends, and Ben Walsh, Most Mini-IPOs Fail the Market Test, Barrons, Feb. 13, 2018,
available at https:/iwww.barrons.com/articles/most-mini-ipos-tail-the-market-test-1518526753.

5 Complaint, SEC v. Longfin Corp. et al, 18 Civ. 2977, Apr. 4, 2018 (S.D.N.Y.), available at
hitps://www.sec.gov/litigation/complaints/2018/comp-pr2018-61.paf.

7 One of the most significant sets of challenges for companies may be overcoming skeptical investors,
who have seen significant underperformance by IPOs for decades. Hochle et al.

5 See, e.g., Robert J. Jackson, Jr., The Middle-Market IPO Tax, Remarks Before the Greater Clevefand
Middle Market Forum, April 25, 2018, available at
https/iwww sec govinews/speschyiackson-middie-marketl-ipo-tax (suggesting that underwriters impose an
effective “seven percent tax” on middie market companies who go public).
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We encourage you to think about both the costs and burdens on would-be sellers, but
also the impacts on would-be purchasers. We also encourage you to consider ways to
enhance the public markets directly--not just by thinking about IPOs.

In the pages that follow, we explore:

what institutional investors like pension funds generally want;

why the public markets are so important to institutional investors;

the decrease in the number of public companies; and

why past efforts to improve the public markets have failed, and why many of the
current proposals will likely suffer a similar fate.

Lastly, we offer three recommendations.

First, we recommend that you support research in small companies by removing a
market-distorting subsidy that disadvantages smaller and independent research
providers, which are the primary providers of research in smaller companies. While we
take no position as to whether asset owners or their investment advisers should
ultimately pay for investment research, as we detail below, it is essential that investment
advisers be able to separately shop and pay for trade executions and research.
Unfortunately, that is not the situation that prevails today in the United States.

The bundling of research and execution leads to consolidation of research and trading
with the largest broker-dealers. Such consolidation has a number of negative
consequences, including that it increases costs for investors, and also competitively
disadvantages the smaller, independent research providers versus their larger peers.
We encourage you to unleash competition for the provision of research.

Second, over the longer term, we encourage this Subcommittee to consider reviewing,
with an eye towards reducing exemptions from the public offering and publicly reporting
company rules imposed by the Securities and Exchange Acts. Put simply, these
exemptions and exceptions have expanded the private markets dramatically in the past
few decades, and much of that growth has come at the expense of the public markets.
As a general matter, we should stop diverting investors and companies away from the
public markets.

Third, we urge you to think about rules the promote industry consolidation. One of the
most notable developments over the past several years has been the comparative costs
of capital between firms. While some of the contributors to this disparity are monetary
policy and competitive pressures, other factors are simply a function of SEC Rules. For
years, and particularly since the SEC’s adoption of the Well-Known Seasoned Issuer

40f21



71

reforms in 2005, SEC Rules have intentionally made it easier for big companies to raise
capital than smaller ones.

Some would argue that we should simply lower the bar for all public offerings. We
disagree. Simply because a large corporate issuer is familar with the regulators doesn'’t
mean that the securities they offer are not risky, and the offering documents don’t
deserve all due scrutiny by the SEC staff and investors. We would encourage you to
avoid the regulatory “race to the bottom,” while also reducing or eliminating the
regulatory discrepancy that systematically advantages larger firms over smaller ones.

I

a restors Generally Want?

If you ask large pension funds, for example, they will tell you that they generally want
more public securities, not fewer. Expanding exemptions from registration, such as by
expanding the number of would-be purchasers or easing Rule 506, would likely divert
capital away from the public markets, rather than to them. Similarly, expanding the ease
of trading of private securities (such as through venture exchanges), would also likely
divert capital away from the public markets.

Investors generally want more, higher quality, and more readily accessible information
about companies. At a minimum, removing information from investors, making
information harder to analyze, or making information less reliable will likely lead to a
higher--not lower--cost of capital, as investors will expect to be compensated for taking
on greater risks. These actions could also likely make investors want to invest less, or
not at all.

Investors generally want shareholder rights. They are buying ownership in a company.
They want to make sure that if the company commits fraud, they can have meaningful
recourse. Investors want to make sure the company is incentivized to fully and
completely comply with the law. And while the vast majority of investors do not typically
want to actively shape corporate activities, many do. That is how capitalism works.

Investors want to be able to trade their securities. While most investors are not the
rapid-fire traders that seem to dominate the news, even the most patient investors want
to have liquidity. This is particularly important for trading in small cap stocks, where
information is typically low, and trading costs are typically quite high.
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Public Capital Markets So  Important for

¥

This Committee has considered a number of legislative proposals to improve “capital
formation.” At the same time, the Treasury Department,® SEC Chairman,'® and SEC
Commissioners of both major political parties™ have argued that improving the public
capital markets should be a high priority. We agree.

There’s good reason to focus on restoring the dominance of the public markets. When
compared to private securities, public securities typically offer a number of significant
advantages for investors, including:

e Public securities often are accompanied by more robust accounting and business
disclosure practices.

» Information about public companies, including third party research, is much more
readily available and fairly distributed (as required by SEC rules). '
Public securities are far more easily and reliably valued.

e Public securities offer a transparent and efficient method to liquidate shares of
common stock.

s Liquidity risks and trading costs for public securities are often significantly lower
than for similarly-situated private securities.

e Public securities are much more easily benchmarked, such as against the S&P
500.

These factors play a paramount role in pension plans’ and investment advisers’ abilities
to fulfill their respective fiduciary duties. They are obligated to mitigate risks and costs
for their beneficiaries.

¢ See generally, Treasury Capital Markets Report.

® Jay Clayton, Nomination Hearing for Jay Clayton Before the Senate Committee on Banking, Housing
and Urban Affairs, 115th Cong. (2017), available at
https:/iwww banking. senate. goviimo/media/doc/Clayton%20Testimony%203-23-17.pdf. In fact, in
Clayton’s written testimony, he includes only one footnote, which is to articles highlighting concerns with
the dwindiing numbers of public companies, /g, at2 n.1.

" See, e.g., Robert J. Jackson, Jr., The Middle-Market IPO Tax, Remarks Before the Greater Cleveland
Middle Market Forum, April 25, 2018, available at
hitps:www sec govinews/speechfiackson-middle-market-ipo-tax; see also, Hester M. Peirce, Tossing
Fish and Catching Capital, Remarks at the 38th Annual Northwest Securities Institute CLE at the
Washington State Bar Association, May 4, 2018, available at
hitps/hwww sec.govinewsispeach/speach-peirce-050418.
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These investors are acutely aware that, as we go down in company size, disclosure
quality, and trading liquidity spectrums, the general utility for institutional investors (and
likely risk/reward proposition) deteriorates quickly.™

One major difference between public and private markets is trading cost. As we speak,
the SEC is considering taking unprecedented actions to evaluate how order routing
incentives that are fractions of a penny per share may be costing investors’ returns in
trades involving NMS stocks.™

So-called “effective spreads” in the largest companies are less than a penny per share.
For less-liquid public companies, these spreads may be pennies per share. By the time
you get to the OTC markets, these trading costs may be quite large. And by the time
you get to private securities, trading costs may total many, many times those of trades
in public securities.

These trading costs likely come out of the funds’ returns. This money doesn't go to a
retirement fund for the investor or the company, but to the trading firm. 1t is nothing
more than a tax on investors. If the markets exist to serve the companies driving the
economy forward, and the investors who give them the capital to do i, the intermediary
is the least of our concerns. But they are some of the big winners in this decades-long
shift from public to private markets.

In fact, because of the significantly greater risks and costs associated with private
securities, many pension plans have investment restrictions on the percentages or
dollars of their portfolios that may be appropriately dedicated to these offerings.™ Issues
like “size, liquidity, and cost efficiency” are frequently used by institutional investors and
their fiduciaries to determine whether and how much they may invest in a given asset
class--such as private equity securities.’

Similarly, investment companies or other investment vehicles are often benchmarked to
indices that do not include private offerings. As a result, few investment companies and

Z See, e.g., Joshua T. White, SEC, Cutcomes of Investing in OTC Stock, Dec. 16, 2018, available at
hitps:/iwww . sec govifiles/White_QuicomesQTCinvesting. pdf (finding that “[a]nalysis of 1.8 million trades
by over 200,000 individual investors confirms that the typical OTC investment return is severely negative.
Investor outcomes worsen for OTC stocks that experience a promotional campaign or have weaker
disclosure-related eligibility requirements.”).

* Transaction Fee Pilot for NMS Stocks, SEC, 83 Fed. Reg. 13008 (Mar. 26, 2018), available at
hitps:www gpo.qov/idsys/pka/FR-2018-03-26/pdf/2018-056545 pdf.

" Perhaps not surprisingly, the majority of owners in OTC equities are so-called "retail” investors—-not
retirement plans or other “institutional” investors. FINRA, Unraveling the Mystery of Over-the-Counter
Trading, Jan. 4, 2016, available at
hitps./fwww finra orglinvestors/unraveling-mystery-over-counter-trading.

'S See, e.g., California Public Employees’ Retirement System, Total Fund Investment Policy, at 7,
(effecitve Nov. 13, 2017), available at hitps:iivaww calpers ca govidogsfiotal-fund-investiment-policy.pdf.
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other public investing vehicles invest in private securities, or if they do, only do so to a
very limited extent, and usually at very late stages (i.e., shortly before an anticipated
public offering or acquisition).

Put simply, shifting capital from public to private markets:

e Increases risks for investors;
e Increases costs for investors; and
e Decreases opportunities for investors.

The Decrease in the Number of Public Companies

It's not a great mystery why in the last few years the trend has developed whereby there
are more private offerings in the US today than public ones. In the past, the law and
SEC rules simply didn't permit all these private offerings.’® Over the past two decades,
however, Congress and the SEC have spent years constructing ad hoc exemptions and
exceptions designed to allow firms, their executives, and their early investors to sell
securities without incurring the costs or burdens typically associated with public
offerings. While some of these exemptions and exceptions may have been
well-intended, the undeniable result has been that they have grown so dramatically that
they have undermined the public markets.

For decades, corporate issuers, lawmakers, regulators, market participants, and others
have struggled with finding the appropriate regulatory balance to ensure that (1)
companies are able to raise the capital they need to survive and grow, and (2} investors
are able to have a fair understanding of the reasonable risks and returns of the
securities they buy.

For most of this period, the concerns have largely focused on the burdens facing
corporate issuers of securities. These arguments were well-articulated long before the
Enron and Worldcom accounting scandals gave rise to the adoption of Sarbanes-Oxley
Act. In fact, both before and after the passage of SOX, these arguments gave rise to an
array of largely disconnected, discrete exemptions from the registration, disclosure, and
trading restrictions of the federal securities laws, including the creation of the
controversial “accredited investor” definition and related exemptions, Rule 144A, and
the “on-ramp” for so-called “emerging growth companies.”

* See, eg., Elisabeth de Fontnay, The Deregulation of Private Capital and the Decline of the Public
Company, 68 Hastings Law Journal 445-502 (2017), {tying the rise of private offerings to the easing of rules
designed to increase their usage), available at http://scholarshiplaw.duke.edu/faculty scholarship/3741/.
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In recent years, these same issues have given rise to new proposals, such as the
creation of the so-called Regulation A+ and crowdfunding exemptions. Many of these
efforts have recently received approval from this Committee or are being considered by
it (e.g., expanding Regulation A+ or micro-offering exemptions).

Efforts to ease perceived burdens on corporate issuers have also led to the dramatic
curtailment of securities litigation, embodied by the Private Securities Litigation Reform
Act. These efforts continue to be advanced by recent proposals to preempt investors’
ability to bring private enforcement actions in court.

Nevertheless, despite all of the past efforts, the relative number and dollar values of
public offerings has diminished, as compared to private offerings (which now comprise
over 50% of total offerings).

When focusing on the declining number of the public markets, many have pointed to the
decrease in IPOs since the 1990s. But these comparisons in IPO numbers are also
inappropriate for the simple reason that they use as the reference point an all-time high.
Since 1980, there have only been more than 400 IPOs in three years (1996, 1997, and
1999)," the run-up before the dot com bubble collapse.

Do we really think it is a good idea to return to the days when a sock puppet can do an
IPO, when that means investors couid lose trillions in savings--again?

One thing is also very clear from the IPO data: financial crisis and scandal are terrible
for IPOs. For example, the number of IPOs dropped precipitously in the wake of the
bursting of the tech stock bubble and the widespread accounting scandals that followed.
We had just 79 IPOs in 2001, 66 in 2002, and 63 in 2003." Those dismal IPO numbers
were long before the passage of Sarbanes-Oxley Act's provision requiring auditing of
internal controls or the Dodd-Frank Act's requirement to disclose CEO pay ratios. In
fact, after the passage of the Sarbanes-Oxley Act, the number of IPOs rebounded to
about 162 per year for the next four years. But guess what happened in 2008 and 2009,
as the world was gripped in the financial crisis? Just 21 [POs occured in 2008, and only
41 occured in 2009.™

In short, the statistics make a pretty good case that the greatest way to promote IPOs is
to stop financial crises. Affirmatively creating greater risks and costs for investors is
unlikely to be an effective strategy for that.

7 Jay R. Ritter, Initial Public Offerings: Updated Statistics, (Jan. 17, 2018), available at
hltps Asite warringfon. ufl eduritterfiles/2018/01AP Qs 2017 Statistics Januarel? 2018 pdf

'8 Ritter.

T d.
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It is also important to remember that while creating a robust IPO pipeline is important, it
is not the ultimate objective for investors. Having more and better public companies is
the goal for investors. Unfortunately, the number of public companies has fallen from
over 7500, to barely 4000 in the past 20 years.?®

Figure 1: Number of Public Companies in the United States, 1990-2016
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The drop in the number of public companies has at least as much to do with delistings
and mergers and acquisitions as it does with the declining number of IPOs. For
example, as shown in Figure 1, which was included in the recent Treasury Department
report, in the eight years from between 1996 and 2003, almost 2,800 public companies
disappeared because of mergers, acquisitions, and delistings.?'

The vast majority of the decrease in public companies occurred well-before the passage
of the Sarbanes-Oxley Act (SOX) and the Dodd-Frank Act, and followed the curtailment
of private securities litigation. So SOX didn’t cause it, even with its required audits of
internal controls, CEO pay ratio disclosures didn't cause it. And, on the other side of the
coin, cutting investors’ access to courts didn't stop it. Even more interestingly, the
number of foreign public companies has remained steady, suggesting that while
US-based companies are withdrawing from the US public markets, foreign issuers are
still coming here #

2 1).8. Dep't of the Treasury, A Financial System That Creates Economic Opportunities Capital Markets,
21, (Oct 2017), (“Treasury Capital Markets Report”), available at
hty . it D

NAL- FINAL pdf.

2! Treasury Capital Markets Report, at 21.

# Treasury Capital Markets Report, at 21. Notably, foreign investors are also stifl flocking to the U.S. at
rates that dwarf any other country.
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One potential contributor, that is often overlooked is that disparity in costs of capital
between smaller and larger companies. it may be significant. Aside from the economies
of scale that might exist regarding accounting, legal, and compliance costs, there is also
a fundamental difference in relative costs of capital between firms of different sizes.

In particular, between a low-interest rate environment and rules specifically designed to
their benefits (e.g., the Well-Known Seasoned lIssuer status), the largest public
companies have enjoyed extremely low relative costs of capital in the public markets. In
fact, the largest public companies have, in recent years, tapped the capital markets
repeatedly to have readily available capital with which to acquire smaller companies, or
even engage in stock buybacks. Mixed with record corporate profits, stockpiles of “cash
on hand” and low capital costs have been put to work by these large public companies
in the form of acquiring smaller firms (which have higher costs of capital). This may
have profound impacts on the number of public companies. Again, where a smaller
company may have historically tapped the public capital markets itself, a larger firm can
do that much more cheaply, and will likely provide a far more attractive option than an
IPO to the smaller company’s executives and early investors.

While many factors contribute to this disparate cost of capital, a key contributor is the
disparate regulatory treatment between smaller firms looking to make a public offering,
and those of larger firms. In particular, the Well-Known Seasoned Issuer rules, which
were adopted in 2005, may help contribute to the disparity in raising capital for larger
and smaller companies.?

In fact, that was the point. As the final rule adopting the reforms stated:

Today’s rules will provide a class of well-known seasoned
issuers greater flexibility in registering their securities
offerings under a more streamlined registration process
known as automatic shelf registration. Under the automatic
shelf registration process, eligible well-known seasoned
issuers can register, on a more flexible basis than is
currently the case, offerings of different types of securities
using Form S-3 or Form F-3 registration statements that are
effective upon filing.**

# Securiies Offering Reform, SEC, 70 Fed. Reg. at 44728 (Aug. 3, 2005), available at
hitps fAwww sec. govirulesfinal/33-8591fr.pdf.
270 Fed. Reg., at 44726, n.40.
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Put simply, the SEC decided to make public offerings quicker, easier, and less
expensive for larger public companies, who they argued “tend to have a more regular
dialogue with investors and market participants through the press and other media.””

So-called WKSI status is frequently relied upon by larger companies. And the
advantages may be significant for larger firms. Combined with the years-long low
interest rate environment and other factors, it is entirely predictable that larger
companies would raise capital often, and likely use it to acquire smaller companies; thus
suppressing the number of public companies. And that seems to be what's been
happening.

If we look at the overall public markets, a number of concerning trends appear:

(1) Our public markets are increasingly concentrated on a decreasing number of
corporate issuers;

(2) Many high quality companies are staying private for very long into their corporate
life-cycle, denying most mutual fund investors and pension funds the
opportunities to invest without incurring significant (and often unprecedented)
levels of risk and costs;

(3) Companies that utilize the markets are typically bifurcated between (1) blank
check companies and operational companies of dubious financial prospects®
and (2) very large, established, multinational companies that may choose to list
in the US market for a number of unique reasons;

(4) A significant portion of IPOs are simply exits for early investors and executives,
and not traditional “capital raises” for companies to survive and grow their
businesses; and

(5) A number of larger IPOs in the US have come with very limited investor rights,
such as heavily diluted, or even no, voting rights.

Each of these trends comes with significant costs and risks for investors.

! TR
e Decline o

Focusing on the absolute costs or burdens on public issuers will not solve the puzzle of
increasing capital formation and restoring the health of the public markets. Rather,
policymakers should evaluate the comparative cost of capital of public offerings versus

%70 Fed. Reg. at 44727.
# For example, a significant percentage of companies going public in recent years have been revenue
negative or have disclosed notable accounting issues.
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various forms of private offerings, not just in the US, but also abroad. If a company, its
executives, and early investors can sell their securities to a practically unlimited number
of investors using a satellite radio advertisement or Super Bowl halftime commercial,
while not incurring basic accounting or corporate administrative costs, they will likely do
so. This will be even more likely if traditional restrictions on trading of these “private”
securities are loosened or repealed.

At the same time, policymakers also need to focus on the impacts of these various
alternatives on investors--the providers of the essential capital. Simply continuing to
deteriorate the value of their investment by providing less information, less tradability,
and fewer rights is going to disincentivize investment in the US by domestic and foreign
investors, not incentivize it.

While many of the proposals this subcommittee may be asked to consider could be
characterized as “easing burdens” of those looking to sell securities, | encourage you to
think of them from an investor's perspective. From the vantage point of an investor, the
proposals:

(1) Reduce the quantity, quality, and utility of information provided to investors (e.g.,
by repealing disclosures of various types, making disclosures by smaller
companies harder to utilize (through exemptions from machine-readability), or by
removing protections against conflicted research);

(2) Increase the riskiness of a company’s financials (e.g., by limiting the application
Section 404(b) of SOX for newly public and smaller companies);

(3) Increase the valuation risks of a company (e.g., by eliminating accounting and
risk disclosures);

(4) Increase the costs of trading the securities (e.g., by eliminating the application of
Reg NMS to smaller companies’ stocks); and

(5) Decrease corporate accountability to shareholders (e.g., by restricting
shareholder proposals, reducing access to proxy advisers, or by limiting
shareholders’ rights to litigation).

Importantly, not a single applicable study or any credible evidence exists to support how
any of these changes individually or collectively would increase the number or dollars
raised by IPOs. Nor would such a result reasonably follow. After all, the purported
“beneficiary” of each of these proposals would be a potential corporate issuer,
executives, and early investors looking to sell shares. But none of these factors is likely
to overcome the already relatively low cost of selling private corporate debt or equity.
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Rather than spurring additional IPOs, these efforts will divert companies and capital out
of the public markets on the one hand, while also deteriorating the quality of public
securities and the rights afforded shareholders on the other.

We want to distinguish those proposals, however, from efforts designed to encourage
the physical and temporal aggregation of liquidity in small cap companies. In general,
the current trading environment with penny-tick nominal spreads and fragmented
markets has not made it easy for trading small cap stocks. The liquidity risks in small
cap stocks are still much greater than their larger cap companies. Some have
suggested efforts to improve this liquidity by attempting to aggregate trading, such as by
consolidating trading on only one listing exchange (potentially achieved by permitting
issuers to opt out of universal trading privileges), or by holding periodic batch auctions,
or taking other methods.

Conceptually, we support efforts to aggregate liquidity for investors in these less-liquid
securities. However, we must be careful to not replace one set of risks and costs with
another. Universal trading privileges were permitted, in part, to combat market abuses
and monopolistic pricing practices by exchanges.

Even with UTP, there is an example today where trading is aggregated at one
exchange--and that is at the end of day auction. These closing auctions tell us to be
very careful about forcing securities to trade at only one venue. Over just the past few
years, as trading volumes have started to aggregate towards the close, the listing
exchanges began to exploit their monopolies on closing auctions through higher fees. In
response to the market outcry by investors and other trading firms, in January of this
year, the SEC for the first time permitted a non-listing exchange to compete with a
listing exchange's closing auction.””

Proposals to permit small cap companies to opt out of unlisted trading privileges couid
aggregate liquidity, but they will also create risks of monopolistic exchange behaviors
(including pricing). If that occurs, the potential liquidity benefits of aggregating quotes
and trading on a single venue may be quickly lost to the direct and indirect costs
imposed by the exchange itself. Thus, if the Subcommittee or regulators were to
significantly pursue this approach, we would urge you to carefully consider additional
measures to guard against exchanges’ potential exploitation of their newly-created
monopolies.

¥ Notice of Filing of Amendment No. 1 and Order Granting Approval of a Proposed Rule Change, as
Modified by Amendment No. 1, fo Introduce Cboe Market Close, a Closing Match Process for Non-BZX
Listed Securities under New Exchange Rule 11.28, SEC, Rel. No. 34-82522 (Jan. 17, 2018), available at
hitps:/iwww.sec.qov/rules/sro/batsbzx/2018/34-82522 pdf.
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ving Public

The decline in the number of public companies, is an extremely complex issue, with
multiple root causes. We do not think that any one solution will be a panacea for this
problem. However, we do believe that there are at least two direct actions that this
Subcommittee and regulators should consider, which we believe would help: (1)
promoting research in smaller companies by removing distortions in how research
providers are compensated, and (2) re-evaluating the proliferation of exemptions that
allow for larger, more diverse, and more readily traded private markets--which often
come at the expense of what would otherwise be public securities.

Increase Research in Smaller Companies

We, like many, are concerned with the decline in research coverage for small cap
companies. Research regarding small cap companies is essential to promoting
investment in them. Investors--particularly investors in public securities--demand it.
Research is definitely an area where more is better than less; indeed reforms from the
JOBS Act of 2012 were driven by the belief that more research was needed in small cap
companies.

Unfortunately, the predominant model for how research is delivered and paid for does
not generally support research into small cap companies. Two of the most commonly
discussed theories as to why small cap research has floundered are:

1) Research providers no longer make significant margins trading small cap stocks
(including due to smaller trading tick sizes), and so they never invest the
resources necessary to provide research coverage of those stocks; and

2) Investment advisers are no longer willing to pay enough for research into small
cap companies.

Conceptually, both theories appear to have some validity. In fact, in response to the first
theory, the SEC implemented the long-debated and ill-fated Tick Size Pilot.?® Widening
the trading increments, known tick sizes, didn't work. To date, there appears to have
been no observable increase in trading profits for research providers, nor any increase
in the provision of small cap research as a result of the Tick Size Pilot.

2 But see, David Weild, Edward Kim and Lisa Newport, The trouble with small tick sizes: Larger tick sizes
will bring back capital formation, jobs and investor confidence, Sept. 2012, available at
hites:/www.sec.goviinfolsmalibus/acsec/acsec-backgroundmateriale-0907 1 2-weild-article. pdf.

150f21



82

As for the idea that investors simply are unwilling to pay for that research, there has not
yet been any significant effort to address this theory. We urge you to consider it.** In
fact, the concept of who pays how much for research generally is a key issue in the
markets right now, largely as a result of changes demanded by European regulators
and investors around the world.

Historically, investment research has been produced by brokers, consumed by
investment advisers, and paid for by asset owners (out of their funds). At its most basic
level, when an investment adviser would send an order to a broker, the broker would be
paid a commission, a portion of which would serve as compensation for the execution,
and a portion of which would serve as compensation for research. This practice is called
“bundling.” The entire commission amount would come directly from the funds of the
asset owners.

However, this practice introduces some significant risks for investors and conflicts of
interest for investment advisers and brokers. As a practical matter, the parties providing
and using the research are not themselves directly incentivized to constrain the costs.
While US regulators have not directly examined the issue, a study by regulators in the
United Kingdom found that

the majority of investment managers had inadequate
controls and oversight when acquiring research good and
services from brokers or other third parties in return for client
dealing commissions ... [and] were unable to demonstrate

how items of research ... were in the best interests of
their customers.®

That said, bundling of research and execution costs creates distinct financial
advantages for both investment advisers and brokers.

If an investment adviser bundles the costs, the customer most likely pays for the
research, rather than the adviser. It may also relieve the adviser of some significant
operational risk and cost concerns.* Similarly, if the research and execution costs are

#* We note that some have argued that consolidation of assets in larger asset managers has increased
fund sizes, leading to concentrations in large cap stocks. That's because small cap stocks, which are also
typically labor intensive to study and analyze, may not aliow for investment sizes that are large enough fo
meaningfully impact the returns of a large portfolio. While this theory warrants consideration, we also note
that even large investment advisers may utilize small, tailored funds to invest in small cap stocks.

* Financial Conduct Authority, Changes to the use of dealing commission rules: feedback to CP13/17 and final
rules (P514/7), at 6, May 2014, available at hitps.//veww.icaorg.ul/publication/policy/ps14-07. pdf.

" However, driven by the implementation of MiFID Il on January 3, 2018 and customer demands, many
firms in the US and abroad are engaging in significant operational efforts and incurring significant costs to
identify, value, and appropriately allocate the costs for research.
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bundled, then the broker may benefit through the receipt of higher commissions than it
would otherwise be able to charge independently for each, but it may also garner
additional revenues from the order flow. This flow can be used to attract additional
orders from other customers (garnering more commissions), but can also serve as a
source of proprietary trading revenues.

These bundling benefits for investment advisers most directly benefit the largest brokers
with both research and sophisticated trading services.

What happens when a broker has mediocre research, but excellent trading capabilities?
What about if the broker has excellent research, but only mediocre or no trading
capabilities? In these scenarios, investment advisers may be forced to choose between
the research they want, and higher quality executions. This is unquestionably bad for
investors. That is why, for more than two decades, many investors have advocated for
the unbundling of research and execution costs.*?

Worse, investment advisers are incentivized to utilize the bundled research provider in
the example above, because the ultimate cost for the research is borne by their
customers. As a pragmatic matter, that often means using a larger broker-dealer
research provider, instead of a smaller research provider.

Worse still, even if an independent firm provides fantastic research, it may never be
paid, or it may be paid at a significantly lower rate than if it was able to provide
execution services. So these firms may be utilized less, and may be paid less, than
large broker-dealer research providers.

As MIFID II's research payment rules have come into effect this year, some market
participants (particularly large broker/research providers) have argued that unbundling
the pricing and payments for research from trading will decrease the provisions of
research into small and medium-sized companies. To be clear, we accept as fact that
these rules will lead to less research being provided by many of the bulge-bracket
research providers, and to a dramatic reduction in overall payments for research.

2 See Council of Institutional Investors, Policies on Other Issues, “Guiding Principles for Trading
Practices, Commission Levels, Soft Dollars and Commission Recapture,” (Adopted Mar. 31, 1998),
available at https {fwww.cliorg/policies_other issues#support db plans: see aiso Letter from Jeffrey P.
Mahoney, Councif of institutional Investors, to Jay Clayton, SEC, 2-3 (Sept. 22, 2017) (describing the
benefits of unbundling research costs and trading), available at
hitps /Awww.cli.org/files/issues _and_advocacy/correspondence/2017/Sept %2022%202017%20S8EC%20
Letlar%20(final).pdf.
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However, we argue that much of this research was waste and inefficiencies, and that it
was also highly unlikely to be in small or mid cap stocks. Put another way, the overall
spending on research is likely to go down because it was artificially inflated for years.

What is the relative value of the twenty-seventh research analyst on Apple stock? Do
we, as a society, want to subsidize that analyst, at the expense of having a single
analyst covering small cap stocks?

The curious argument that unbundling will lead to cuts in small cap stock coverage --
even though the primary beneficiaries of bundling don’t actually provide much small cap
stock research now — appears to largely rest on the assumption that research costs in
small and mid-cap stocks are being subsidized by trading revenues. Under this theory, if
a firm is unable to also receive payments for executing trades, then it will no longer
provide research.

In small cap stocks, this assumption seems unsupportable. In fact, it was a foundational
premise in the creation of the Tick Size Pilot that trading revenues in small cap stocks
are typically inadequate to support research costs for those stocks.™

But even further, in the United States, it is often the smaller, independent research firms
that provide research for small cap companies. It generally isnt the larger
broker-dealers who provide that research in these companies. The costs and margins
are simply unattractive to most of the larger, bulge bracket brokers.

The smaller research providers are frequently paid in hard dollars by investment
advisers (rather than through bundied commission), often because they lack adequate
trading services or the trading volumes are inadequate to generate sufficient
commissions to pay for the research.

Bundied commissions thus create a concrete conflict of interest that favors the largest
broker-dealer research providers, stifles competition in research provision, and reduces
diversity of research provision--particularly in smaller and mid-cap companies.

We urge you to consider directing the SEC to take actions to promote competition in
investment research by encouraging and empowering investment advisers to separately
shop for research and trading executions.® This would remove the discriminatory
advantage of large broker-dealer research providers over smaller, independent
research providers. Further, while we do not take a position on who ultimately should
pay for investment research, the ability to separately shop and assign values for

* See, e.g., Weild, et. al.
* We niote that this could easily be achieved if all firms providing investment research simply registered
as investment advisers.
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research and trading is critical to reducing brokers’ conflicts of interest and costs for
investors.

Review the Proliferation of Exemptions and Exceptions, and
Consider Eliminating Many of Them

We recommend that this Subcommittee review, with an eye towards reducing,
exemptions and exceptions from the Securities and Exchange Acts.

I grew up spending every weekend at our family farm. We had a big pond, which was
essential to keeping the farm running smoothly. We spent a lot of time worrying about
the water level of that pond.

| urge this Subcommittee to think of our public capital markets as a pond. To keep the
pond full, you worry about the rain. But you also had o make sure the pond drains
properly. The public markets are the same way. The water level is falling dangerously
low. Sure, we've had more IPOs before. It's rained really hard before. But too much rain
can also be a problem. | remember when a big storm came and washed out a wall of
our pond--nearly draining the whole thing. The dot com bubble did that too. The
massive rains of IPOs ultimately washed out a huge chunk of the markets--and many
families’ savings with it.

Today, the amount of rain filling up the pond is a little slow, but that's not my real
concern: the water level is.

It does us no real good, even if the rain comes, if the water just drains out. We also
need to make sure we're not draining the pond. And while it seems we’ve had a lot of
discussion about the rain lately, we haven’'t mentioned the fact that since the federal
securities laws were adopted, Congress and the SEC have dug many, many trenches
leading away from the pond. And that seems to be as big~if not bigger--reason for the
declining water level than the rate of IPOs raining into it.

Rule 506, Rule 144A, Crowdfunding, Reg A+, and so many more of the new exemptions
and exceptions from the securities laws are all trenches. Raising the threshold for when
a company has to be considered public is a trench. Expanding the ability to trade private
securities--such as with venture exchanges--are more trenches. Expanding the pool of
potential investors in private offerings even further is another trench.
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Each of these features, while potentially making some offerings “easier”’, comes with a
cost. Companies and capital are flowing away from the regular public markets. This isn't
an unsolvable problem. drains the pond. And in doing so, investors in these securities
will have to suffer significantly greater valuation and market risks, liquidity risks, and
fraud risks. Their trading costs will be higher, and their returns may be lower, than if
those same companies were trading in the public sphere.

We urge you to consider reducing or eliminating many of the exemptions and
exceptions that divert capital away from our public markets, resulting in raising risks and
costs, while also draining opportunities, from investors.

Reduce Unnecessary Regulatory Advantages for Large Firms

As we've said before, our primary concern is the health of the public capital markets.
That is where the majority of retirees and parents saving for college put their money.
And those public markets have been the cornerstone of our economy.

Aside from all of the ways to avoid the public markets, we also have a problem with
aggregation, consolidation, and delistings. Over the last two decades, the number of
public companies has been cut significantly, with the result that investors are
increasingly concentrated in larger and larger companies.

One of the primary drivers of this has been the fact that capital for the largest firms is
extremely easy to raise: in fact, it's about as good as it has ever been. And there are
many reasons for that, including federal interest rate policies and broader
macro-economic trends. Many of those are not directly within this Subcommittee’s
purview, or are challenging, if not impossible, to control.

But one significant contributor to the consolidation trend are where policymakers and
regulators can control is the regulatory disparities between large and small firms. SEC
Rules explicitly favor the largest firms. For years, and particularly since the SEC's
adoption of the Well-Known Seasoned lIssuer reforms in 2005, SEC Rules have
intentionally made it easier for big companies to raise capital than smaller ones.

We encourage you to reduce or eliminate that regulatory discrepancy which
systematically advantages larger firms over smaller ones. This reform would put smaller
firms on a more level playing field in issuing securities. It would reduce the incentives of
smaller firms to be acquired to have cheaper access to capital. And it would reduce the
ability of larger companies to "put to work” what is essentially very inexpensive capital.
This would thus reduce the incentives of both the acquiring and would-be target
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companies—with the immediate result being increased diversification and decreased
concentration of our capital markets.

Conclusion

If the US capital markets are to remain the best in the world, we urge you to work with
investors, other market participants, and regulators to implement some modest, but
essential, reforms without delay. Thank you again for undertaking this important effort
and | look forward to any questions.
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Executive Summary

GlycoMimetics is a clinical-stage biotechnology company based in Rockville,
Maryland. The Biotechnology Innovation Organization (BIO) represents
GlycoMimetics and 1,100 other innovative biotech companies, the vast majority of
which are pre-revenue small businesses.

GlycoMimetics undertook a successful IPO in January 2014 using key provisions in
the Jumpstart Our Business Startups (JOBS) Act. In the six years since the JOBS Act
became law, 260 biotech companies have gone public as emerging growth
companies (EGCs).

GlycoMimetics will lose its status as an EGC in January 2019, five years after our
IPO. By losing this status, we will immediately be subject to onerous documentation
requirements as set forth in Section 404(b) of the Sarbanes-Oxley (SOX) Act .

BIO fully supports policies which build on the success of the JOBS Act and increases
the flow of capital to innovative small businesses. BIO aiso fully supports policies
which decrease capital diversions from the lab to unnecessary compliance burdens
and supports companies once they are public. These policies include:

o Extend the JOBS Act exemption from Section 404(b) mandates from 5 years
to 10 years for EGCs

o Expand the exemption from Section 404(b) by aligning the SEC definition of a
non-accelerated filer with the proposed expanded SRC definition

o Institute reasonable and effective SEC oversight of proxy advisory firms.
o Require disclosure of short sales to curb manipulative short selling.

o Make XBRI. compliance optional for EGCs, smaller reporting companies
(SRCs), and non-accelerated filers.
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Testimony of Brian Hahn

Good morning Chairman Huizenga, Ranking Member Maloney, and Members of the Capital
Markets, Securities, and Investment Subcommittee. My name is Brian Hahn, and I am the
Chief Financial Officer of GlycoMimetics, Inc., a 48-employee public biotech company based
in Rockville, Maryland. T am also the Co-Chair of the Finance and Tax Committee at the
Bictechnology Innovation Organization (BIO), which represents GlycoMimetics and over
1,100 other growth-stage biotechs that are driving the search for the next generation of
cures and breakthrough medicines.

The ability of growing businesses to access the public markets, as supported by the JOBS
Act, is of paramount importance to biotechnology innovation because investment capital is
the lifeblood of scientific advancement. It costs over $1 billion to develop a single life-saving
treatment, and most companies spend more than a decade in the lab before their first
therapy is approved. During this long development process, virtually every dollar spent by
an emerging biotech comes directly from investors. Expenses ranging from buy-in-bulk
beakers to $150 million clinical trials are all funded by investment capital because biotechs
remain pre-revenue through their entire time in the lab and the clinic.

Early-stage innovators do not have the luxury of funding their product development through
sales revenue. Instead, the groundbreaking research that leads to a company's first product
is funded by a series of financing rounds from angel investors, venture capitalists, large
pharmaceutical companies, and, eventually, public market investors. The capital burden of a
pivotal clinical trial ~ which can require hundreds of patients in the clinic to meet the
stringent safety and efficacy standards necessary to ensure patient care ~ often
necessitates an IPO to fund this critical stage of the research process.

I am pleased to be here today to discuss policies that will help small growth companies like
biotechs. My testimony today will address legislative proposals as well as the
recommendations in the recently released report, which BIO helped develop, titled,
“Expanding the On-Ramp: Recommendations to Help More Companies Go and Stay Public”,
These proposals are the result of thoughtful consideration of the issues facing emerging
companies like mine and would help small biotechs grow and eventually put a product on
the market.

Extend the JOBS Act Exemption from Section 404(b) Mandates of the Sarbanes-
Oxley Act from 5 years to 10 years for EGCs

Because pre-revenue small businesses like GlycoMimetics utilize only investment dollars to
fund our work, we place a high value on policies like the JOBS Act that incentivize
investment in innovation and prioritize resource efficiency. Any policy that increases the
flow of innovation capital to emerging companies could lead to funding for a new life-saving
medicine — while any policy that diverts capital to unnecessary and costly regulatory
burdens could lead to the same treatment being left on the laboratory shelf.

The JOBS Act has been an unqualified success, enhancing capital formation and allowing
companies to focus on science rather than compliance. It certainly helped pave the way for
GlycoMimetics IPO in January 2014. As companies like mine face the end of the JOBS Act
on ramp at the five-year mark, legislation being considered today that would extend this on
ramp would be extremely beneficial for growing companies that stand to lose emerging
growth company (EGC) status for no other reason than time, despite still qualifying by all
ather metrics.
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When GlycoMimetics rolls off its EGC status in a few short months, we will be subject to
onerous and expensive disclosure burdens as mandated by Sarbanes-Oxley (SOX) Section
404(b). This will be particularly damaging to our company as we are still years away from
having a product on the market and generating revenue, but the disclosure requirements
will siphon our precious capital away from science and divert it to compliance despite this.

Section 404(b) requires an external auditor’s attestation of a company’s internal financial
controls that provides little-to-no insight into the health of an emerging biotech company -
but is very costly for a pre-revenue innovator to comply with, making the JOBS Act
exemption extremely valuable. As helpful as this five-year exemption is, the biotech
development timeline is a decades-long affair. When I testified in front of this Committee in
March 2017, 1 predicted that GlycoMimetics would still be in the lab and the clinic when our
EGC clock expires — which is to say that we will still not be generating product revenue. As
we come to the end of our five-year exemption, this prediction is holding true.

After our IPO, our audit fees increased by roughly $500,000 due to the existing regulatory
environment for public companies. Absent an additional exemption, we expect our Section
404(b) compliance obligations alone to more than double our costs to as much as $1.1
million annually starting in January 2019 when our five-year exemption ends. Thisis a
substantial amount that will be diverted from R&D and the clinic, and instead spent on
compliance requirements that offer little to no benefit to our investors. My company is far
from being an outher in this situation - as I stated earlier, more than 260 biotechs have
gone public since the JOBS Act was enacted, and a majority of these companies are still in
the lab and years away from getting their drug approved and becoming a profitable
company. It is counterproductive for them to face a full-blown compliance burden identical
to those faced by large, multi-national revenue-generating company.

I'd like to thank Representatives Kyrsten Sinema and Trey Hollingsworth for their efforts in
drafting H.R. 1645, The Fostering Innovation Act, as well as the Capital Markets
Subcommittee and the House of Representatives for passing this important plece of
legisiation. This bill recognizes that a company that maintains the characteristics of an EGC
is very much still an emerging company, even if it has been public for longer than five
years. It provides a targeted exemption from Section 404(b) compliance requirements to
companies in years 6-10 of being public who have a public float less than $700M and
average annual revenues less than $50M. These restrictions ensure that only companies
who are truly still EGCs are eligible - if a company eclipses the average annual revenues of
$50 million, their full compliance obligations kick in. I am hopeful that the Senate will also
recognize the importance of the Fostering Innovation Act in a timely manner, before any
more companies are rolled off the JOBS Act provisions and subject to the onerous auditor
attestation burdens.

Expand the Exemption from Section 404(b) by Aligning the SEC Definition of a
Non-Accelerated filer with the Proposed Expanded SRC Definition

Another way to help small business innovators avoid the burdens of Section 404(b) is to
expand the definition of a non-accelerated filer under SEC rules. Under current SEC rules,
companies qualify both as an SRC and a non-accelerated filer if their public float falls below
$75 million. SRCs benefit from scaled obligations under Regulation S-K and Regulation S-X,
while non-accelerated filers are exempt from Section 404(b).
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The SEC has issued a proposed rule that would increase the public float cap for SRCs to
$250 million and has asked for comment on adopting a similar definition for non-accelerated
filers as well. Legislation being considered by this Committee today would also expand both
definitions.

An expanded definition of non-accelerated filers would expand the universe of companies
exempt from Section 404(b), which as I outlined above, would be a tremendous benefit to
small business innovators like biotechs, As you might expect, the response to this request
for comment has been overwhelmingly in support of also changing the definition of non-
accelerated filers. In addition to BIO, there was strong support for this proposal by other
industry leaders, including Nasdaqg, NYSE, National Venture Capital Association,
Independent Community Bankers of America, Advanced Medical Technology Association,
CONNECT, and the Corporate Governance Coalition for Investor Value.

Further, this is an issue that has repeatedly garnered the attention of the SEC in a number
of venues - raising the thresholds of both definitions has been recommended by the SEC
Advisory Committee on Small & Emerging Companies in 2013, 2015, and 2017, and has
been recommended on the SEC Government-Business Forum on Smali Business Capital
Formation every year since 2009. The Treasury Department and the NEC also endorsed this
proposal in Treasury’'s 2017 Capital Markets Report.

Institute Reasonable and Effective SEC Oversight of Proxy Advisory Firms

With the rise of institutional investors over the last several decades, the role of proxy
advisory firms has grown to have an outsized influence on the decision-making processes of
emerging biotechs and their shareholders. Institutional investors own more than two-thirds
of all shares in public companies, with more than 90% of them regularly voting their shares.
These investors rely on proxy advisory firms to provide vote recommendations. However,
these vote recommendations are not always in the best interests of the company, the
shareholders, and most importantly, the patients.

Just two firms control over 97% of the proxy advisory firm market. As the report notes, this
effective duopoly “operates with little transparency, significant conflicts of interest, and
[has] been prone to making errors in analysis and when developing voting
recommendations”. For companies like GlycoMimetics and other biotechs, these issues are
especially damaging. Biotech small businesses operate in a unique industry that values a
strong relationship with investors, yet they often are held to standards that are not
applicable to their company and forced to engage in proxy fights over issues that do not add
value for shareholders, When a proxy firm issues a recommendation that is not applicable to
an emerging biotech and remains unwilling to consider alternative approaches or
methodologies, it can harm a company’s relationship with its shareholders and distract
management from the core business of the company. Even in instances where a proxy firm
has not yet made a recommendation, their influence is felt in boardrooms across the
industry as companies strive to structure their corporate policies to satisfy the firms ~ rather
than making decisions in the best interest of the company’s growth.

BIO believes that proxy advisory firms should be more transparent and open to input in
their standard-setting process, particularly with regard to issues unique to small businesses.
We also believe that the firms with conflicted business models should be required to avoid
potential conflicts of interest. I commend Representatives Sean Duffy and Gregory Meeks
for introducing H.R. 4015, The Corporate Governance Reform and Transparency Act of
2017, and I want to thank this subcommittee, and the House of Representatives, for
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passing it last December on a bipartisan basis. I am hopeful that the Senate will take up
and pass the legislation soon.

BIO appreciates Rep Duffy’s attention to the proxy issues small companies face and would
also like to thank him for H.R. 5756, which would adjust certain resubmission thresholds for
redundant shareholder proposals that burden many small biotechs.

Require Disclosure of Short Sales to Curb Manipuiative Short Selling

The unique business model of groundbreaking innovation leaves emerging biotechs
particularly vulnerable to stock manipulation via abusive short selling strategies. Biotech
companies depend on the public market for the capital necessary to fund late-stage clinical
trials. However, the high-stakes nature of their research, their often-thinly-traded stocks,
the limited publicly available information about ongoing trials, and their dependence on a
small portfolio of products or product candidates can be exploited by short sellers who
prioritize short-term profits over the long-term health of patients. Abusive short trading
strategies harm growing companies and disincentivize long-term investment in innovation.

BIO acknowledges that appropriate shorting can support the stable, liquid markets that fuet
the growth of emerging biotech innovators. However, we strongly believe that the current
lack of transparency related to short positions is enabling trading behaviors that unfairly
harm growing companies, long-term investors, and, most importantly, patients. BIO
members face a consistent and significant risk of manipulation by short sellers, who are
protected by the lack of disclosure required of short positions.

Specifically, growing innovators face campaigns mounted by manipulative short investors
who spread ontine rumors about small biotech companies, or publish false or misleading
data about clinical trials or marketed therapies, in order to drive down their stock price. The
end goal of this manipulation is to generate a quick profit for short sellers at the expense of
the long investors who support life-saving innovation. Recently, a strategy has emerged
wherein manipulative short investors take a short position in a biotech company’s stock and
then immediately file spurious patent challenges through the Patent Office’s inter partes
review {IPR) process. The IPR process allows them to file a challenge even without a
competing patent or any specific stake in the company's science. These spurious challenges
are intended to drive down the stock price, which reliably happens as news spreads that the
company’s patents may be in jeopardy.

BIO believes that increased short transparency would shine a light on manipulative
behaviors, allow market participants to make informed trading decisions, and ensure
equitable rules for all types of investments.

Make XBRL Compliance Optional for EGCs, Smaller Reporting Companies (SRCs),

and Non-Accelerated Filers.

BIO believes that growing companies should not have to bear the costs of the eXtensible
Business Reporting Language (XBRL) reparting requirement until it has been demonstrated
to be cost effective and usefu! to investors.

XBRL is an attempt to make it easier for investors to compare financial data, but as with
many of the issues I have discussed today, it disproportionately affects smaller issuers due
to its one-size-fits-all approach. The simple fact is, biotech investors are less concerned with
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the reporting metrics that XBRL compares, and more concerned with the actual science of
the company and their path toward FDA approval, and, ultimately, getting a drug on the
market and to patients.

I'd like to thank Representative David Kustoff, for recognizing the outsized impact that XBRL
compliance has on small companies like mine by introducing H.R. 5054, The Small Company
Disclosure Simplification Act of 2018 in February. Under this legisiation, companies wouid
still be able to opt-in if they or their investors deemed it necessary to do so. However, it
would fully exempt EGCs from XBRL reporting requirements, and would also provide a
temporary XBRL exemption for companies with revenues below $250 million. It is yet
another example of the Financial Services Committee’s willingness to support smaller
emerging companies. The inclusion of a requirement for the SEC to study XBRL to improve
its utility and cost-effectiveness also provides an opportunity for the SEC to improve XBRL in
the future.

Conclusion

Thank you for the opportunity to testify today in support of policies to help small business
innovators like biotech go public and continue to grow and thrive as public companies. As
the IPO report and the testimony you've heard today demonstrate, despite the success of
landmark legislation like the JOBS Act, there is still work to be done in order to make the
public markets as efficient and strong as possible. Biotechs are in a constant search for
capital as they undertake the monumental task of finding cures for patients, and going
public is often one piece of the puzzie that ultimately teads to bringing those cures to the
market, However, once a company goes public, an even larger puzzle of outdated disclosure
regimes, as well as one-size-fits-all and overly burdensome requirements emerges.

I believe the proposals being considered before the Subcommittee today will support the
growth of emerging, innovative companies, and continue to spur investment in
breakthrough scientific discoveries, and ultimately lead to a new generation of therapies for
patients across the country, and the world. I hope Congress recognizes the landmark
success of the JOBS Act and its impact it has had on the biotechnology industry in the last
six years. More importantly, I hope my testimony and this hearing today has shown that
there is still work to be done in order to continue supporting the lifesaving innovative
treatments companies like GlycoMimetics are developing today.

Finally, I would like to thank the Committee again for your efforts in finding new ways to
support biotech companies like GlycoMimetics in our refentless pursuit to bring new
therapies to patients, By constantly working to modernize legislation and recognizing that
ane-size-fits-all requirements for public companies are often especially onerous to smaller
companies like my own, you are helping to support us in that pursuit. I look forward to
working with you on these issues and I am happy to answer any questions you may have
for me today.
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Chairman Huizenga and Ranking Member Maloney,

Thank you for the opportunity to testify in support of legislation designed to improve
economic growth, create jobs, and provide investors with more opportunity to grow their
savings. That is what we can expect if we modernize the public company model, while
preserving critical investor protections.

Nasdaq recently noted the one-year anniversary of launching its Revitalize Initiative
(business.nasdaq.com/revitalize) aimed at highlighting a set of ideas that our listed
companies, stakeholders and investors tell us will restore the vibrancy of the capital
markets. These ideas are broadly grouped around three areas of the securities law: the
proxy process, the disclosure rules, and the market structure that applies to the U.S. equity
markets.

A little over a year ago, | testified on a similar topic, “The JOBS Act at Five”, as Congress
began its deliberations concerning how best to build on the foundation of the JOBS Act.
Since then, Congress, the SEC, and the Administration — acting largely on a bipartisan basis
— have made progress in seeking to improve economic conditions, without new
appropriations or changes to the tax code. That is the beauty of the capital markets: by
making them more efficient and modern, we stimulate growth and job creation, and the
fiscal impact is positive.

And when the business community understands policymakers are willing to work
alongside them to effect change, there are other less tangible results. As one economist

observed: “business confidence is the cheapest form of economic stimulus.”!

We are encouraged the following has occurred since the JOBS Act hearing:

t Lawrence H. Summers {see, e.g., The Business Roundtable’s Outlandish Tax Cut Claims, The Washington Post
{October 23, 2017)).
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&
The U.S. Department of the Treasury issued a comprehensive Capital Markets
Report that supported disclosure reform, proxy advisory firm reform, and market
structure reform for small cap stocks.?

Y

» The House passed the Budd / Meeks legislation, HR. 3903, extending confidential
filing provisions. The Senate has offered a bipartisan companion bill.3

» Separately, the SEC has acted to broaden confidential filings.*
» The House passed the Duffy / Meeks proxy advisory firm reform bill, H.R. 4015.

» Chairman Huizenga’s conflict minerals bill, H.R. 4248, passed the full House
Financial Services Committee.

> The SEC held a “Roundtable” on April 23 that addressed the market structure for
thinly-traded, exchange-listed securities, both equities and exchange-traded
products.®

» The SEC moved forward with proposed rulemaking to modernize and simplify
Regulation S-K, as instructed in the FAST Act.®

» The SEC issued Staff Bulletin 141 reducing burdens of proxy access.”

Equally important, a broad coalition of interests, from the Chamber of Commerce and the
National Venture Capital Association to the Biotechnology Innovation Organization (BIO)
and TechNet to SIFMA, the American Securities Association and the Equity Dealers of
America, have come forward to embrace this agenda.?

U.S. Department of the Treasury, A Financial System That Creates Economic Opportunities: Capital Markets
{October 6, 2017), available at https://www.treasury.gov/press-center/press-releases/Documents/A-Financial-

*  Encouraging Public Offerings Act of 2018, S. 2347, 115" Congress.

SEC Press Release, Draft Registration Statement Processing Procedures Expanded {June 289, 2017}, available at
https://www.sec.gov/corpfin/announcement/draft-registration-statement-processing-procedures-expanded.

Roundtable on Market Structure for Thinly-Traded Securities, available at
https://www.sec.goy/video/webcast-archive-player.shimi?document (d=042318-roundtable-thinly-traded-
securities. See also SEC Press Release 2018-65, available at https://www.sec.gov/news/press-release/2018-65.

FAST Act Modernization and Simplification of Regulation S-K, Securities Exchange Act Release No. 34-81851
{October 11, 2017}, 82 FR 50988 {November 2, 2017).

7 Available at https://www.sec.gov/interps/legal/cfslblai htm.

Expanding the On-Ramp: Recommendations to Help More Companies Go and Stay Public, available at
https://www centerforcapitalmarkets.com/wp-content/uploads/2018/04/1PO-Report EXPANDING-THE-ON-
RAMP .pdf.
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[ want to focus my comments today on five initiatives that we believe are worthy of the
Subcommittee’s favorable consideration:

» Rep. Tom Emmer’s H.R. 5877, regarding Venture Exchanges, which would allow
certain smaller publicly-listed companies to choose to aggregate the trading of their
securities on a single exchange to enhance liquidity and reduce fragmentation in the
market;

> Legislation to simplify the quarterly filing financial reporting regime, including Rep.
Ann Wagner's potential draft legislation to allow Form 10-Q optionality;

> Legislation that matches short selling disclosure with disclosure required of other
investors;

> Proxy process reform legislation, including Rep. Sean Duffy’s H.R. 5756, designed to
modernize the submission of proposals for inclusion on corporate proxies; and

» Legislation expanding testing the waters and confidential filing exemptions.
Venture Exchange Legislation

As the founder of electronic trading, Nasdaq views market innovation as a tremendous
force for good, unlocking competition and unleashing the flow of capital to catalyze
economic activity. Yet, as markets have advanced, the fundamental structure that
underpins them has not evolved to benefit all market segments equally.

Despite incremental improvements to markets in recent years, liquidity and the trading
experience for small and medium growth companies, and investors in these companies,
still lags far behind that of larger issuers. For small and medium growth companies—those
with a market capitalization below $1 billion, particularly when the lower market cap is
accompanied by low daily trading volume—relatively small orders can create dramatic
price movements. This increases costs for both the companies and their investors. For
example, regardless of the listing market that a company may choose, small and medium
growth companies have shown a worsening incidence of high-volatility days, which
increases investor confusion and undermines confidence in our markets.

This liquidity dilemma stems from a long-term trend towards fragmentation, where
liquidity has spread across an increasing number of trading venues. As recently as 15 years
ago, more than 90% of liquidity was often concentrated in a single market with the small
remainder spread over an additional eight to ten other exchanges and electronic
communications networks. Today, liquidity is spread thinly across fifty or more venues.

Nasdaq believes allowing smaller issuers to choose to concentrate that disaggregated
liquidity onto a single exchange, with limited exceptions, will allow investors to better
source liquidity. In addition, investors will enjoy a higher level of transparency because
exchanges are required to display their best quotes to the public, and most exchanges

3
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choose also to publish full supply and demand information (i.e. order book depth
information) within their markets.

Thus, Nasdaq recommends permitting issuers to choose to trade in an environment with
consolidated liquidity as would be allowed under the Venture Exchange Legislation. By
creating a market for smaller issuers that is voluntary for issuers to join and largely exempt
from the UTP obligations—subject to key exemptions—we can concentrate liquidity, to
reduce volatility and improve the trading experience. Exchange trading would likely
further concentrate liquidity and limit fragmentation. The net effect would be a substantial
“thickening” of the liquidity crust on the exchange that lists the security.

Nasdaq has made an application at the SEC, which would adopt elements of this idea on our
exchange, and we are proud this proposal has attracted wide support, including from the
Chamber of Commerce and SIFMA. The legislation would expand this idea for a larger
number of companies across existing and new exchanges. The Venture Exchange
legislation provides a comprehensive framework, which will ensure that the benefits are
realized in the near term. We appreciate the thoughtful diligence of Rep. Tom Emmer and
his staff for the constructive balance contained in H.R. 5877 and look forward to this
Subcommittee moving forward with consideration of this innovative proposal.

Form 10-Q Optionality

The Securities Exchange Act of 1934 (1934 Act) and the rules adopted thereunder require
most SEC registrants to file a quarterly report with the SEC on Form 10-Q. The Form 10-Q
includes condensed financial information and other data prepared by a company and
reviewed by its independent auditors. The purpose of Form 10-Q is to update information
included in annual Form 10-Ks or, for new companies, in securities registration statements
previously filed under the 1934 Act or the Securities Act of 1933 (Securities Act or 1933
Act). The SEC’s integrated disclosure system is designed so that the instructions in the
various forms under the 1933 and 1934 Acts refer to Regulation S-X for financial statement
disclosures and Regulation S-K for the required nonfinancial statement disclosures.

In today’s market, to reach investors quickly, companies provide key data via an earnings
press release each quarter. For virtually all investors, the press release is the quarterly
report where they obtain key information and on which they make investment decisions.
Yet companies are then required to file a formal Form10-Q document with the SEC, which
is complex, time-consuming, and provides little additional actionable information that
cannot be found in the press release. By establishing simple guidelines, the press release
can replace the Form 10-Q entirely for issuers that prefer to report quarterly information
in that format, aligning regulatory and shareholder interests and significantly decreasing
corporate reporting red tape. The current two-step process frustrates the goals of modern
disclosure since retail investors rely on the press release that may be missing some
important information, which appears buried in the Form 10-Q. The legislation would
move all the disclosure into single press release and accompanying Form 8-K. And, it can
be done without reducing the key disclosures that investors rely upon or changing the
materiality standard that has been the compass for investors for nearly a century.

4
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We understand that Rep. Ann Wagner will offer draft legislation that would address this
issue and allow public companies to have optionality with respect to Form 10-Q filings. We
support the Wagner legislation and look forward to working with the Subcommittee to see
that bill move forward.

Short Selling Transparency

As Congress has recognized, it is incongruous that certain investors who accumulate long
positions are required to publicly disclose their holdings, but there is no corresponding
obligation for short sellers to do so, including those using synthetic or derivative
instruments, which allow an investor to profit from a loss in value of the underlying
security. This asymmetry has several deleterious effects: it deprives investors of
information they can use to effect meaningful investment decisions, it deprives companies
of insights into trading activity and limits their ability to engage with investors, and it
deprives the market of information to ensure it functions efficiently and fairly. The
Commission’s Dodd-Frank rulemaking made important enhancements to transparency, and
it deserves credit. However, Dodd-Frank provides the Commission with the mandate to
make further enhancements, and lift the veil of secrecy behind which short sellers operate,
and the SEC has not yet done so.

The obligation of investors to disclose long positions, and when they must do it, is part of a
49-year old regulatory disclosure regime and stems from amendments to the Securities
Exchange Act of 1934 set forth in the Williams Act, adopted by Congress in 1968. As
currently enacted, these rules require, among other things, investment managers and funds
that own or have discretion over prescribed amounts of equity securities, regardless of
whether they are registered with the Commission, to disclose their long positions on Form
13F, Schedule 13D and/or Schedule 13G, depending on the circumstances. Such investors
must generally disclose their long positions on Schedule 13F within 45 days of the end of
each calendar quarter, subject to delays based on requests for confidentiality. Further,
when such investors acquire beneficial ownership of more than five percent of the voting
class of a company’s equity securities, they are generally required to file a Schedule 13D
with the Commission. This filing must be made within ten days after the five percent
threshold is exceeded.

However, if such investors are either Qualified Institutional Investors or Passive Investors,
they may make such disclosure on Schedule 13G within 45 days of the end of a calendar
year, subject to updated disclosure-based changes in ownership positions.

There are no comparable public disclosure requirements in the U.S. applicable to the
accumulation of short positions. Instead, short sellers can amass short positions secretly,
abetted by increased use of derivatives and other synthetic instruments. This is
particularly untenable in light of the fact that in recent years, investors with short
positions, or derivative equivalents, have taken a more activist role in corporate policy and
governance. Because there is no disclosure required of short positions, the investing public
and issuers do not know when such circumstances exist or whether the incentives of these
investors are inconsistent with corporate policies and objectives. As a result, without full

5
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information about short positions maintained, investors and companies are left to
speculate on short positions, to the detriment of market efficiency, price discovery and
shareholder engagement. This information deficiency potentially subjects a company’s
stock price to trading and volatility based on rumor, speculation and innuendo, not facts or
substantive analysis.

In December of 2015, I wrote to the SEC outlining these points and requested that the
Commission promulgate rules for a short selling regime. This position has been echoed by
other organizations such as BIO, NYSE and others. It is time for Congress to step in and
require it.

Proxy Access Reform

Nasdag supports shareholder-friendly regulations that provide healthy interactions
between public companies and shareholders. However, current regulations governing the
way shareholders access a company’s proxy statement can poison the company-
shareholder relationship by amplifying the voice of a tiny minority, over the best interests
of the vast majority. The cost to public companies, and their shareholders, in legal expense,
let alone the time and attention of management and boards, is real and significant.

According to The New York Times, three individuals were responsible for 70% of all
proposals sponsored by individuals among Fortune 250 companies in 2014.% The current
process is costly, time-consuming and frustrating for companies, which in aggregate each
year must address hundreds of such proposals plus address the many others threatened.
Recent action by the SEC to clarify when an initial proposal can be excluded as an ordinary
business matter is helpful, but Congress should adopt the proposed legislation to modestly
increase the shareholder support that a proxy proposal must receive before a properly
introduced proposal can be reintroduced, time after time, at future meetings. We support
the alternatively proposed thresholds of 6 percent, 15 percent, and 30 percent of
shareholder support for the first, second, and third time a matter is considered within five
years before the same proposal can be reintroduced.

In addition, we continue to monitor opportunities to improve the initial thresholds for
proxy access. For instance, the $2,000 in market value threshold seems out of date and ill-
suited for most companies.

The SEC should study the categories of topics suitable for shareholder proxies and modify
its rules accordingly, to ensure proposals considered at annual meetings are properly
placed before shareholders and are meaningful to the business of the company, and not
related to ordinary business matters.

¥ Grappling With the Cost of Corporate Gadflies by Steven Davidoff Solomon {August 19, 2014), available at
https://dealbook.nytimes.com/2014/08/19/grappling-with-the-cost-of-corporate-gadflies/.

6
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Rep. Sean Duffy has proposed legislation that we support to adjust the resubmission
thresholds for proxy proposals. H.R. 5756 offers a fair and balanced approach for
companies and those seeking proxy access.

Testing the Waters and Confidential Filing Exemptions

There are two draft bills before us that deal with the important topics of testing the waters
and confidential filings at the SEC.

The ability to file draft registration statements confidentiality at the SEC, which was first
mandated for Emerging Growth Companies (EGCs) through the JOBS Act, would be
expanded to all companies by statute in one bill. We support this legislation.

The JOBS Act confidential filing provision removed an impediment to going public that
resulted in many new, successful public companies, without any loss of investor
protections. The historical process included associated costs in terms of the loss of
business confidential information that caused many companies to defer going public,
unless all other options were exhausted. Now, companies can explore all capital raising
opportunities simultaneously.

The SEC under Chairman Clayton quickly recognized the benefits of expanding the
opportunity to file confidentially, and acted through its use of staff discretion. The
proposed legislation would wisely codify this action.

The legislation would also allow all companies, not just Emerging Growth Companies, to
test the waters. Again, this provision originally found in the JOBS Act has proven to
facilitate companies going public without harming investors. The new bill allows the SEC
to issue regulations to impose terms and conditions on issuers, other than Emerging
Growth Companies, that take advantage of the ability to test to the waters in order to
ensure investors are protected. We support this protective provision.

The second bill would codify a rule the SEC proposed in 2010 that would allow well-known,
seasoned issuers to authorize an underwriter to act as its representative in communicating
about an offering of the issuer’s securities prior to the filing of a registration statement. We
believe this is a modest proposal that practically extends the benefits of an existing capital-
raising provision to an issuer’s agents or representatives.

Other Proposals Noticed by the Subcommittee

The Subcommittee is also considering several legislative items on which we have worked
with a broad coalition. These bills make XBRL optional for EGCs, increase research
coverage for smaller companies, direct the SEC to align several smaller reporting
definitions, expand the JOBS Act by eliminating certain phase outs, and increase the ability
of mutual funds to invest in EGCs. We join our coalition partners at BIO, the U.S. Chamber,
Equity Dealers of America, National Venture Capital Association, SIFMA, TechNet and the
American Securities Association and others to support this legislation.

7
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Conclusion

We appreciate the opportunity to present Nasdaq's views on a set of proposals that
preserve critical investor protections, while facilitating capital formation, job growth and
innovation.

These are not partisan bills. They should not be viewed as controversial. They are part of
the natural process of responding to the ever-changing economy and adjusting rules based
upon years of experience. This is a healthy process that has served to keep our markets
modern and competitive.

Thank you Mr. Chairman and Members of the Subcommittee.
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Chatrman Huizenga, Ranking Member Maloney, and distinguished members of the
Subcommittee, thank you for the oppottunity to testify today on the importance of preserving the
vibrancy of our public capital markets. My name is Brett Paschke and I am the Head of Equity
Capital Markets at William Blair, testifying today on behalf of the Securities Industry and Financial
Markets Association (SIFMA)'. William Blair is a pretier global boutique, headquarstered in
Chicago, with expertise 1n investment banking, investment management, and private wealth
management. On behalf of individuals, families, private and public penston funds, endowments and
foundations, we manage approximately $100 billion in client investments. On the capital markets
side of our business, for which [ am responsible, we are best known for serving the needs of small
and mid-cap growth companies, including many innovative leaders in technology, health care and
life sciences.  Over the last ten years, we have been an underwriter on approximately 20 per cent of
all US-listed IPOs. We provide sell side research for over 600 public companies, we are an active
market maker in over 3,600 stocks, and our institutional sales force covers many of the world’s
leading growth stock investors. I will do my best to bring these perspectives and experiences to the

Subcommittee today.

1 joined William Blair directly out of Harvard Business School 21 vears ago because [ wanted to help
business founders raise capital to build companies, invent products, solve problems, cure diseases,
create jobs and provide wealth creation opportunities for the investing public.  All these years, and
many deals later, T am still motivated and inspired by the opportunity to help our clients achieve

their missions. 1 served on the IPO Task Force in 2011 that put together the recommendations that

! SIFMA s the voice of the U.S. securitics industry. We represent the broker-dealers, banks and asset managers whose
ncarly T million employees provide access to the capital markets, raising over $2.5 trillion for businesses and
municipalities in the serving clients with over §18.5 trillion in asscts and managing more than $67 trillion in assets
for individual and institutional clients inchuling mutual funds and retirement plans. STFAMA, with offices in New York
and Washington, D.C., 1s the U.S. regional member of the Global Fivancial Markets Association (GFMA). For more
information, visit } / e
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became the JOBS Act and am very pleased to be here today to continue that work.  SIFMA
welcomes the attention that this Committee, the Administration, the Securities and Exchange
Commission (SEC) and other policymakers have paid to the important issue of preserving the

vibrancy of our public capital markets.

It is difficult to overstate the change that has occuarred in U

. public capital markets over the
last twenty years. An explosion in private funding, the rise of index and passive investing,
technological advances in our equities markets such as electronic trading (which improved liquidity,
case of trading, availability of information about issucrs, and the ability of retail investors to
participate in public markets), the development of hedge funds, high frequency trading, the
maturation of international exchanges, consolidation in the investment banking industry, and ves,
the impact of regulations from Sarbanes-Oxley and Dodd-Frank have all played a role in teshaping
our markets. Unfortunately, not all the changes have been positive. From a peak in 1996, the total
number of publicly listed companies in the LS. has fallen by almost 50%, from 8,000+ to just over
4,000. The U.S. now has about as many public companies as it did in the early 1980s. The annual
number of US-listed IPOs dropped from a peak of almost 750 in 1996 to between 28 and 255
annually for the period from 2001 to today, despite the attempts of policymakers to revitalize this
market through the Jumpstart Our Business Startups (JOBS) Act of 2012 and follow-on legislation. 1
spend much of my gme meeting with private company executives, their Boards and their investors,
discussing alternatives for raising capital and realizing value. Mote often than not these
decisionmakers cite the costs of going and staying public, the demands of quarterly reporting,
regulatory and corporate governance requirements, and the reduced numbet of success storics as
reasons that they prefer to be funded privately or to sell their business to a strategic acquirer or

private equity fund. The explosion of private capital markets, led by angel investors, venture capital
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firms and private equity firms has allowed companies to grow their business and valuations without

ever tapping public markets.

It is worth discussing why this evolution matters. One important implication is that many
startup companies are being built to be sold, as opposed to being built to be independent public
companies. This often docs not lead to the same level of expansion and job growth that a long life
as an independent public company does. Another important implication is that access to the private
markets is limited to a much smaller group of high net worth individuals and institutions, effectively
excluding retail investors from the value creation that occurs with these companies. Our public
markets provide much greater access to wealth creation, from direct retail investing to the mutual
funds that manage money on behalf of individuals, retirement plans, pensjon funds, and
endowments. Qurt public capital markets also remain critical for issucts and investors with their
provisioning of deep liquidity that private markets simply cannot replicate. The liquidity in the
market for public securities allows investors to quickly enter and exit even large positions, making
equitics an attractive asset class for investors everywhere. Public capital markets yvield more accurate
valuations of corporate securitics as investors have access to financial information from across
markets, and the accompanying public disclosure distributes important information on market
trends. While private matkets are important in their own way and are undoubtedly popular with
entrepreneurs, they are unable to match the broad access, liqudity, and other benefits of public
markets. Fven as they encourage innovation, policymakers should be concerned about the current
trend of companies shunning public markets and so again SIFMA commends the focus on these

topics.

Indeed, the need to support our public capital markets is why SIFMA, the U.S. Chamber of

Commerce, and a broad coalition of stakeholders joined together recently to produce a report
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centitled “Expanding the On-Ramp: Recommendations to Help More Companies GGo and Stay
Public.” The signatory otganizations for that report believe that the recommendations contained
within could increase the attractiveness of public matkets for issuers. SIFMA believes the report
balances the need to streamline issuer obligations with a recognition that investor confidence is a
critical component to the vibrancy of public capital markets. We also support many of the draft bills
that have been released alongside this hearing. Some of these proposals — such as updating
shareholder resubmission thresholds and allowing underwtiters to communicate with prospective
investors on behalf of well-known seasoned issuers (WKSIs) — are examples of thoughtful updates
to our securitics laws that will help those laws keep pace with the intense changes our public markets

have undergone.

With that in mind, T would like to discuss several specific recommendations within the
coalition report that SIFMA believes could have a significant positive impact on public markets. Lt
me make an important caveat — we do not believe that any single policy change will reverse the
decline in publicly listed companics or unlock the TPO matket. The authors of the JOBS Act
understood this and wisely took a holistic approach to improving capital formation. Policymakers

today should take on our present challenges with a similar mindset.

Lengthen the EGC On-Ramp
Congress began addressing the issue of the deteriorating TPO markets in the JOBS Act of
2012, which created a new catcgory of issuer, the Emerging Growth Company (EGC), and created

an “on-ramp” of scaled corporate disclosure requirements for those issuers through their first five

2 htps/ Swwawcenterforcapialmarkers. comy wp-content uploads / 2018,/ 04 /1PO-Report. EXPANDIN G- THE-CIN-

RAMPpdE
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years as a public company. As stated earlier, SIFMA believes the high costs today of being a public
company relative to the costs of being a private company have shifted the issuer incentives away
from public matkets. The JOBS Act’s on-ramp of tailored financial reporting requirements and
auditing and accounting standards greatly cased the burden for smaller companies going public and
virtually all the post-JOBS Act IPOs have been EGCs. Unfortunately, many smaller companies
tdme-out of EGC status before teaching the gross revenue limitation of $1 billion. Hven five years
after going public an issuer may not be a fully mature company, especially if it is still developing its
core intellectual property, such as a pharmaceutical ot technology product. Congress has an
opportunity to build on the JOBS Act’s successes by extending the on-ramp provisions for issuers
from five to ten years while maintaining the current revenue threshold. SIFMA s glad to sce that
draft legislation achieving this change was released by the Committee in conjunction with this
hearing. Providing a longer runway for companies to scale up to the full public reporting

requirements should incentivize more issuers to go and stay public.

Testing the Waters

Another important provision of the JOBS Act was the ability to file draft registrations
statements confidentially, which allows companices interested in an IPO to manage the timing and
release of their proprictary and financial information. The benefits of confidential filing, however,
are multiplied when coupled with the JOBS Act’s “testing the waters” provision that allowed EGCs
to gauge investor interest in securities prior to an offering. These provisions ate especially popultar
with those whose bustnesses rely on complex intellectual propetty (especially in the technology and
biatechnology sectors) and who benefit from additional opportuaities to explain their business and

cutlook to investors. The SEC has already expanded the confidendal filing flexibility to all issuers
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but has not expanded “testing the waters” to all issuers. While much effort has been targeted on
improving the environment for smaller prospective issuets, policymakers should also find ways to
attract companies of all sizes to the public market, including thosc that have grown to maturity in
private matkets. These companies would also greatly benefit from the flexibility to gauge interest
among a wider array of investors and reduce uncertainty before formally launching an TPO. In that
regard, “testing the waters” benefits both investors and issuers and is an excellent example of a

1ELS.

JOBS Act reform that should be expanded from EGCs to all is

Research Rule 139

The provisioning of rescarch on publicly traded companies is one of the most critical, but

least understood, facets of our public capital markets. Research coverage of companics can improve

liquidity in thinly-traded stocks by increasing investor interest and awareness. The importance of
research for healthy capital markets should remain a key focus in capital formation discussions as
this coverage is vital for investors throughout all stages of a company’s life, and diminished rescarch
coverage of small cap companies should raise serious concerns. SKC Rule 139 provides a safe
hartbor fot research produced by broker-dealers participating in a distribution if the issuer is a large
reporting company under the 34 Act. This safe harbor ensures that research is not considered an
offer of securities, with the accompanying liability. At present, Rule 139s safe harbor only shelters
rescarch reports on large reporting companics or S-3 cligible issuers. This arbitrary limitation means
that coverage of smaller issuers must ccase during an offering of their securities, a time when
research would be quite valuable to investors. Impeding the provisioning of research does not

protect investors in these cases and the disparate treatment unnecessarily disadvantages smaller
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companies. We recommend that policymakers expand the Rule 139 safe harbor to research of all

issuers.

Eliminate “Baby-Shelf” Restrictions

Shelf registration is a commonly-used method of accessing capital markets, as it allows
issuers to pre-register securities offerings in advance of sale, with the actual offering occurring when
the issuer needs or wants capital. The flexibility of shelf registrations, filed using Forms $-3 and F-3,
can lead to significantly lower costs for issuers. Unfortunately, many small-cap issuers (including
EGCs) are subject to “baby-shelf” rules that limit the amount of capital they can raise through shelf
registrations. Today, baby-shelf rules limit companies with less than $75 million in public float to
selling sccurities worth no more than 1/3™ of their public float. This limitadon makes it very difficule
for small-cap companies to timely and oppottunistically raise the capital needed for expansion or
research & development. EGCs that need to raise more than is allowed under the “baby-shelf”
rules may be forced to undergo cither a private placement (which typically forces sceurities to be
offered at a discount duc to their diminished liquidity) or a confidential S-1 filing (which entails a far
mote complex registration process). Allowing all issuers, including G Cs and small-cap issuers, to
take advantage of shelf registration without a limit on the amount they can raise will make public
markets far more attractive to small-cap issuers. This change will also create new opportunities for
retail investors to invest in eatly-stage companies and possibly to realize higher returns. Lliminating
the baby-shelf cap strikes a sound balance between assisting issucrs and protecting investors, as the
SEC stll requires detailed disclosures from would-be issuers about the type of securities offered and

the use of the procecds.
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Diversified Fund Limits

Any attempt to revitalize our public markets must reckon with the extraordinary growth that
has taken place in the registered mutual fund industry over the last 20 years. Mutual funds — the buy
side of our equity markets — have become an increasingly important way that households and
investors access our capital markets. Since 1990, the number of total registered mutual funds has
grown about ten times, mean fund size has mote than doubled, and open-end fund holdings of US
corporate equities has reached approximately 24% of the entire market. This growth means the
investment decisions of mutual funds today are an important aspect of our public capital markets.
However, large mutual funds’ investing preferences have shifted away from IPOs, and especially
small [POs. Several factors explain this change, but once that policymakers have rightfully paid
attention to is the diversified fund limits that govern mutual fund investments. The current 10%
Limit on mutval fund positions imits interest in small-cap 1POs because as large funds’ assets under
management (AUM) grows, the 10% limit means that any investment in a small IPO will have a
negligible impact on overall fund return. Asset managers secking returns are increasingly passing on
small IPOs to focus on larger ones and demanding greater returns from small IPOs to justify an
investment at all. Declining mutual fund interest in small IPOs also materially weakens the trading
environment for small-cap stocks and likely deters small firms from joining our public markets.
SIFMA believes that the proposcd legislation, providing for a modest increase in the diversified fund
imit threshold from 10% to 15% of voting sharcs, will increase buy-side interest in small TPOs and
improve liquidity in small-cap stocks. However, we urge Congress also address the tax implications
of such a change, because the tax code currently limits Regulated Investment Company (RIC) status
to funds that meet the 10% threshold and raising the diversified fund limit cap without addressing

the tax implications will cffectively leave the status quo in place.



Conclusion

Policymakers certainly have a challenge before them -- improving the vibrancy of our public
markets while balancing investor protections. But the U.S. capital markets are the envy of the world
and worth the effort to preserve. STFMA and its members stand ready to assist the Commitice and
the SEC in this important endeavor. Thank you for this opportunity to testify today, I ook forward

to your unSti()ﬂS.
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SeCtors,

The U.S. Chamber of Commerce is the world’s largest business federation,

representing the interests of mote than three million businesses of all siz

and regions, as well as state and local chambers and industry associations. The

Chamber is dedicated to promoting, protecting, and defending America’s free
enterprise system.

More than 96% of Chamber member companies have fewer than 100
employees, and many of the nation’s largest companies are also active members. We
are therefore cognizant not only of the challenges facing smaller businesses, but also

those facing the business community at large.

Besides representing a cross-section of the American business community with
respect to the number of employecs, major classifications of American business—e.g.,
retailing, services, constructon, wholesalers, and finance—are

manufacturing,
represented. The Chamber has membership in all 50 states.

The Chamber’s international reach is substantial as well. We believe that global
interdependence provides opportunities, not threats. In additon to the American
Chambers of Commerce abroad, an increasing number of our members engage in the
export and import of both goods and services and have ongoing investment activitics,
‘The Chamber favors strengthened international competitiveness and opposes artificial

U.S. and foreign batriers to international business.
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Chairman Huizenga, Ranking Member Maloney, and members of the
Subcommittee on Capital Markets, Securitics, and Investment. My namce is Tom
Quaadman, executive vice president of the Center for Capital Markets

Competitiveness (“CCMC”Y at the US. Chamber of Commerce (“Chamber™).

‘This heating, “Legislative Proposals to Help Fuel Capital and Growth on Main
Street” is a continuation of this Committee’s good work over the last several years to
help provide growing businesses with the capital they need to create jobs, expand, and
innovate. 1 am pleased to provide testimony on behalf of Chamber members
regarding several of the proposals that are being considered today.

As members of this Committee are aware, the post-recession recovery over the
last decade was extremely weak by historical standards. From 2010-2017, for
example, gross domestic product (GIDP) in the United States failed to achieve 3%
growth in any given year, well below the post-World War I historical norm. To put
the importance of 3% growth into perspective, if our economy moved from 2.5%
growth to 3% growth, average annual incomes would rise by $4,200 and 1.2 million
jobs would be created over the next decade. These are simply statistics, but
underlying them is the opportunity for millions of Americans to create a better life for
themselves and their families.

Not only was the post-recession recovery histotically weak, it was also
rematkably uncven actoss the country. A striking 2016 report from the Economic
Innovation Group found that 50% of post-crisis new business creation occurred
across only fwenty counties in the United States.! Coupled with the fact that new
business creation itself has been a fraction of what it was in previous recoveries, these
statistics show that large swaths of the United States have largely been left out of any
cconomic upswing over the last decade. Congress and regulatory agencies must
continue to be focused on pro-growth inidatives that help create and sustain wealth
for households and communities all across the country.

Fortunately, action has already been taken this Congress that will help reverse
these trends. The historic tax reform package signed by President Trump in
December 2017 is already producing positive benefits for American houscholds and
businesses.” By lowering rates and making our tax system more globally competitive,
business leaders are investing back in their businesses, rewarding their employecs, and
hiring more workers.

' “The New Map of Economic Growth and Recovery” Economic Innovation Group, May 2016.
? 5ee e.g. U.S. Chamber Tax Reform Map https://www.uschamber.com/tax-reform
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Additionally, the House of Representatives is scheduled this week to vote on S
2155, the “FEconomic Growth, Regulatory Relief, and Consumer Protection Act,”
following Senate passage of the legislation in March. "This legislation is the
culmination of bipartisan work in both the House and Senate to move bank
regulation away from the “one-size-fits-all” approach that has regrettably taken hold
in the post-financial crisis era. S. 2155 will help small and regional banks better serve
their communities around the country, and will ultmately contribute to stronger
cconomic growth.

But we believe Congress should not merely test on its laurels, and should
continue to pursue pro-growth and pro-opportunity policies that help growing
busincsses access capital. The Financial Services Committee — as well as the full
House of Representatives - has already passed dozens of bipartisan bills this Congress
that we believe merit further acton and should ultimarely make it to the President’s
desk before the end of this year. The Chamber strongly supports many of these bills
and is optimistic that the House and Senate can work together to craft a bipartisan
capital formation package.

The legislative proposals being discussed at today’s hearing also present
opportunitics to advance bipartisan legislation this Congress that will modernize the
rules and regulations that apply to public companies in the United States.

The Need to Modernize the Public Company Model

"The public company has been a key source of strength and growth which has
helped make the United States economy the strongest and most prosperous in world
history. When businesses go public, jobs are created and new centers of wealth are
formed. A 2012 study done by the Kauffman Foundation found that for the 2,766
companies that went through the TPO process between 1996 and 2010, employment
cumulatively across these business increased by 2.2 million jobs, while total revenue
increased by over $1 trillion.”

The public capital markets are also not static and help to support innovation.
Only about 12% of the Fortune 500 companies in 1955 were still on the list in 2014,
while the other 88% have either gone out of existence, merged with another company,
or fallen out of the Fortune 500.% "T'his system of creative destruction has forced
businesses to change with the times, or be replaced by new entrants with innovative

? PostIPG Employment and Revenue Growth for U.S, 1POs June 1996-2010
https://www.kauffman.org/what-we-do/research/2012/05/postipo-employment-and-revenue-growth-for-us-ipos-
june-19962010

* Mark Perry, AEldeas, August 18, 2014
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ideas and products that meet the needs of consumers and an ever-changing
matketplace.

Regrettably, the public company model has become increasingly unattractive to
businesses. In the 20 years from 1996-2016, the number of public companies in the
United States dropped in 19 of those years. The one year where there was an increase
is attributable to the passage of the Jumpstart our Business Stastups Act (“JOBS Act”)
that was speatheaded by this Subcommittee. To put itin even starker measures, an
article last year by the Wall Street Journal pointed out that we have roughly the same
number of public companies today as we did in 1982.% Since 1982, the United States
population has grown by 40% and the real GDP has increased by 160%, yet the
number of public companies has remained stagnant.

U.S. Publicly Traded Firms (1975-2015)
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No one single event or regulation Hes at the heart of the f)ublic company crisis.
Like straw upon a camel’s back, the burdens and reporting requirements associated
with being a public company today have steadily accumulated over the yeats, to the
point where many businesses ate rejecting a model that was once the ultimate dream
of American entreprencurs. The JOBS Act was a great first step towards arresting
this worrisome trend, and we have already seen tangible results from the law’s
implementation. For example, in 2013 — the first full calendar year after the JOBS Act
was passed — 226 initial public offerings (IPOs) were listed in the United States (the

® “America’s Roster of Public Companies is Shrinking Before our Eyes” Wall Street Journal January 6, 2017
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highest number since 2004), followed by 291 in 2014.° While the IPO market has
since cooled, the vast majority of companies that are going public are doing so using
provisions of the JOBS Act.

To help promote policy solutions that would build off the success of the JOBS
Act, eight organizations — the Ametican Securities Association, Biotechnology
Innovation Organization, Fquity Dealers of America sdaq, National Venture
Capital Association, Secutities Industry and I'inancial Markets Association, TechNet,
and the U.S. Chamber — recently released a report entitded Lixpanding the On-Ramp:
Recommendations fo Help More Companies Go and Stay Public. "This report includes 22
recommendations that encompass five general categories:

1) Fnhancements to the JOBS Act

2) Recommendations to encourage more tesearch of emerging growth
companies (FGCs) and other small public companies;

3) Improvements to certain corporate governance, disclosure, and other
regulatory requirements;

4) Recommendations related to financial reporting and;

5) Recommendations related to equity market structure

‘The full report is included as an addendum to this testimony. While these cight
organizations all represent different facets of the American economy, we all share a
common concern that the decline in public companies presents serious long term
growth and job creation challenges for the United States economy if it is left
unaddressed. We appreciate that the Subcommittee has put forward a number of
picces of draft legislagon that incorporate many of the recommendations in our
report. Our comments on several of these measutes are included below.

HL.R. 5756, to require the Securities and Exchange Commission to adjust
certain resubmission thresholds for sharcholder proposals

FLR. 5756 would adjust the levels of support that a proposal from a public
company sharcholder must receive before it is resubmitted in a subsequent year. The
current “resubmission rule” under Rule 14a-8 of the 1934 Securities Exchange Act
allows a company to exclade a proposal from its proxy statement if it failed to receive
the suppott of:

* 3% of shateholders the last time it was voted on (if voted on once in the
past five years)

¢ https://www.sec.gov/info/smaltbus/acsec/giovannetti-presentation-acsec-021517.pdf
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e (% of sharcholders the last time it was voted on (f voted on twice in the
past five years)

e 10% of shareholders the last time it was voted on (if voted on three or
mote tdmes in the past five years)

In other words, a sharcholder proponent is able to continuously resubmit a
proposal even if — in some instances — over 90% of shareholders have voted against it
on more than one occasion. The sharcholder proposals system under Rule 14a-8 was
originally cstablished as a means to facilitate communication between shareholders
and management, and to ensure that sharcholders maintained a voice in how a
particular company was run. Over the years, however, the sharcholder proposal
system has devolved into a mechanism that special interests use to advance
diosyneratic agendas at the expense of other investors. To put this into perspective,
according to the Manhattan Instirute, during the 2016 proxy scason fully sa/f of all
proposals submitted to Fortune 250 companies dealt with some type of social or
public policy related matter — not issues fundamental to enhancing the long term
value of public companies.” Not only does this misuse of the system cost
sharcholders in terms of legal and other fees, but it serves to distract management and
company boards from focusing on long term strategy — both issues that can be
particularly impactful to small or midsize public companics.

In 1997, the Secutitics and Lixchange Commission (SEC) proposed a rule that
would have changed the current 3%/6%/10% system to a mote reasonable
6%/15%/30% system. Such modificd thresholds would still allow cligible
sharcholders to submit proposals on various issucs, however it would limit the
number of times that the vast majority of shareholders would be forced to pay the
56 simply adopts what the SLC

costs in order to register their oppositdon. FLR.
proposed in 1997, which we believe would properly balance the interest of issuers
with ensuring that sharcholders maintain their voice in corporate matters.

H.R. 5054, the Small Company Disclosure Simplification Act of 2018

T'his legistation would provide a temporary and optional exemption for small
issuers from the eXtensible Business Reporting Language (XBRL) requirements
administered by the SEC. While XBRL was created in order to move way from a
paper-based system of financial disclosures, it remains a work in progress and has
experienced a number of growing pains. As a result, it has proven to be yet another

7 An Annual Report on Corporate Governance and Shareholder Activism September 27, 2016 (1. Copland and M.
O'Keefe}
https://www.manhattan-institute.org/sites/default/files/pmr_2016.pdf
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hurdle placed in front of growing business that are Jooking o gain access to Amenca’s
robust capital markets.

FLR. 5054 would afford the SEC time to fix some of the deficiencies associated
with NBRL. The optional cxemption for KGCs and small issuers appropriately grants
company boards and their sharcholders the ultimate authority to decide whether ot
not using XBRL is in the best long term interest of the company. This is preferable
to a top-down mandate from the SEC for issuers of all sizes to comply with a system
that is clearly facing a number of shott-term issues.

Purthermore, Congress made it clear when the JOBS Act was passed that the
bifurcation of securitics regulation can help promote capital formaton for small
companics. This is why Congress created an “on-ramp” in Title 1 of the JOBS Act
and excluded FGCs from a number of oncrous mandates that were inhibiting their
ability to grow and create jobs. LR, 5054 is consistent with this approach, and the
Chamber supports its adoption.

H.R._, to provide a five year extension of certain exemptions and reduced
disclosure requitements for companies that were emerging growth companies
and would continue to be emerging growth companies but for the five year
restriction on emerging growth companies, and for other purposes.

‘The Chamber strongly supports this draft legislation, which would simply
extend many of the exemptions afforded to EGCs under the IPO “on-ramp” of Title
T of the JOBS Act from five years to tea years. These exemptions include an
allowance for confidential reviews of registration statements by SEC staff, simplified
exceutive compensation disclosures, and exemptions from certain provisions undes
the 2010 Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-
Frank Act”™), including say on pay and say on frequency requirements, and the “pay
ratio” disclosure mandate. The vast majority of EGCs have taken advantage of many
of these exemptions, which have helped reduce reporting and compliance burdens
without compromising important investor protections. As companies continue to
mature five years after going public, extending these targeted exemptions to ten yeats
would likely further incentivize businesses to go public in the first place. This is
especially timely and critical as many companies that went public soon after the JOBS
Act was passed ate now reaching their five-year time limitation, and yet are still
sensitive to becoming subject to full reporting requirements that are more appropriate
for large, established issuers. Importanily, these exemptions would remain completely
optional — companies would be free to begin reporting some of this information if
they felt it was in the best interest of their shareholders and the long-term
performance of the company.
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H.R._, to direct the Securities and Exchange Commission to revise Rule 163
under the 1933 Securities Act to apply the exemption offered in such section to
communications made by underwriters and dealers acting by or on behalf of
well-known seasoned issuers

Well-known seasoned issucrs, or “WKSIs,” atc issuers that have a
demonstrated reporting history with the SEC, meet certain market capitalization
thresholds, and are generally widely followed in the marketplace. Because of this
status, WIKKSIs are under certain conditions permitted to engage in oral or written
communications with potential investors without violating the “gum jumping”
provistons of the 1933 Sceurities Act. In 2009, the SEC proposed allowing
underwriters or dealers to engage in such communications on behalf of WKSIs.®
While curreat rules allow issuers to engage in pre-filing communications, underwriters
ate often best positioned to “test the waters” prior to an offering. Allowing WKSIs
to authorize an underwriter or dealer to communicate about offetings of the issuer’s
securities prior to the filing of a registration statement would help these companies
better gauge investor interest before having to expand the time and resources to file a
formal registration statement. While the SEC’s response to the financial crisis
overtook Rule 163 reform as a priority and the 2009 proposal was never finalized, we
believe this remaing an important initiative that will help issuers raise capital. The
Chamber strongly supports the draft legislation, which would simply codify into
statute the SEC’s 2009 proposal.

H.R.__, to direct the Securities and Exchange Commission to conduct a study
with respect to research coverage of small issuers before their initial public
offerings, and for other purposes

One major issue that has developed in the public capital markets over the last
two decades is a steady decrease in the level of analyst coverage of small public
companies. According to Capital 1Q, 61% of all companies listed on a major
exchange with less than a $100 million market capitalization have no rescarch
coverage at all. Notwithstanding provisions of the JOBS Act intended to increase
research, EGCs and other small issuers still have trouble obtaining analyst coverage
today. The draft legislation would simply direct the SEC to conduct a long-overdue
study on this issue and to develop recommendations on how to increase the amount
of research that is conducted on small public companies. The bill would require the
SEC to examine its own rulebook, as well as that of the Financial Industry Regulatory
Authogity (IFTNRA), state and federal liability concerns, the 2003 Global Research

® Release No. 33-9098 Revisions to Rule 163, 74 Fed. Reg. 68545 (December 28, 2009).
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Analyst Settlement, and the Markets in Financial Instruments Directive (MilFID 11).
The Chamber supports this legislation, which will help the public better understand
how current regulations may be restricting the flow of information to investors
regarding small issuers. The bill should also produce helpful recommendations that
Congress or the SEC can act upon in the future.

H.R.__, to remove the limitation on large accelerated filers qualifying as an
emerging growth company, and for other purposes

The Chamber supports this draft legislation which would remove the
counterproductive “phase out” rules which cause a great deal of uncertainty regarding
EGC status for public companies. Under the JOBS Act, an issuer will cease to be an
EGC if they happen to cross the public float threshold that constitutes a “large
accelerated filer” under Securities Exchange Act Rule 12b-2. Thus a company that
happens to be highly valued 1a the marker — but which may have revenucs that fall
well below the LGC threshold of $1 billion per year — could lose their LGC status
and many of the regulatory exemptions that come with it. In 2014, for example, some
30% of EGCs that went public in 2012 complied with the internal controls
requirements of Sarbanes Oxley Section 404(b) because they became large accelerated
filers.” Importantly, the draft bill also grants the SEC the authority to establish a
public float threshold (above the current $700 million, which constitutes a large
accelerated filer) that a company would have to trigger before losing status as an
HGC. This would help ensure that EGC status is reserved only for smaller public
companics.

H.R.__, to require the Securities and Exchange Commission to revise the
definition of a qualifying portfolio company to include an emerging growth
company, for purposes of the exemption from registration for venture capital
fund advisers under the Investment Advisers Act of 1940

The Dodd-Irank Actincluded an exemption for certain venture capital funds
from a requirement to register as a registered investment adviser (RIA). However, the
SECs implementing regulation for this exemption provided for a definition of a
venture capital fund that was unnecessatily narrow and failed to take into account
many aspects of the ventare capital industry. Tor example, many growth equity funds
—which often times are large investors in EGCs and other small companies — arc left
out of the definition of a venture capital fund. The Chamber supports the draft
legislation, which would allow shares of EGCs o be considered “qualifying
investments” for purposes of RIA exemption determinations. 'This would allow

® The JOBS Act, Two Years Later: An Updated Look at the {PO Landscape. Latham & Watkins April 5, 2014
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growth equity and other venture capital funds to continuc to play a critical role in
providing capital to EGCs around the time they are considering an [PO.

H.R.__, to increase the threshold for mutual funds before triggering diversified
fund limits from ten percent of voting shares to fifteen percent

"I'he Chamber supports this draft legislation which would modestly increase the
amount that 2 mutual fund could hold in a single security and still matntain status as a
“diversified” fund. Currently, mutual funds qualify as diversified under the
Investment Company Act of 1940 if they hold no more than 5% of their assets in any
single company, or 10% of the voting shares in a company. Mutual funds provide an
important source of capital and liquidity for the shares of HGCs and small companies,
however the 10% limit on an investment in a single company constrains the ability of
funds to provide this capital. As explained in a 2017 paper on small IPOs, “As a
diversified fund’s |assets under management] grows, efforts to deploy new fund flows
into a small issucr will increasingly be constrained by this 10% position limit, meaning
a large fund’s investment in the company will represent a diminishing fraction of the
fund’s AUM.”™® We belicve that modestly increasing this threshold from 10% to
15% will allow diversificd mutual funds to continue to invest in BGCs or small issuers
even as their assets under management continue to grow.

H.R._, the Streamlining Disclosure Options to Reduce Redundant
Disclosures to Investors Act

Over the decades since the securities laws were enacted, and especially in more
recent years, the disclosure documents that companies file with the SEC have
continued to expand, as reflected by the lengthy annual and quarterdy reports, as well
as proxy statements provided to investors. As many have pointed out, disclosure
documents are laden with much information that is obsolete, unnecessarily repetitive,
or otherwise not useful to investors. "This problem can be especially acute for EGCs
and small public companies, which often times don’t have the same level of
compliance resources as large established companies, and can be especially burdened
by our outdated disclosure regime. According to the 2011 report of the PO Task
Fotce, 92% of public company CLIOs stated that the “administrative burden of public
reporting” was a sigoificant challenge o completing an IPO and becoming a public
company."

** The Smalt IPO and Investment Preferences of Mutual Funds {Robert Bartlett 1}, Paul Rose, Steven Davidoff
Sotomon} July 28, 2017 at 9.

Available at: https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2718862

" Rebuilding the 1PO On-Ramp: Putting Emerging Companies and the lob Market Back on the Road to Growth
Available at: https://www.sec.gov/info/smallbus/acsec/rebuilding_the_ipo_on-ramp.pdf

11
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This draft legislation, which the Chamber strongly supports, would simply give
issuets the option of reporting quarterly information in a different format than is
currently required by Form 10-QQ. For example, issuers could distribute a press release
that contains quarterly financial results — which would provide investors with
importtant information — instead of the lengthier 10-Q that often times contains
repetitive information that has already been disclosed. Importantly, issuers would still
be required to notify investors of any significant events through Form 8-K, so the
legislation would not deptive shareholders or the public of matedal information that is
critical for investment and voting decisions.

H.R.__, the Main Street Growth Act

"T'he Chamber also supports this draft legislation circulated by Rep. Emmer,
which would establish the legal framework for the creation of “venturc exchanges.”
"T'here is little doubt that investors have benefited from many of the technological and
other changes in our cquity markets over the last two decades, which have helped
reduce trading costs, increased liquidity, and made markets more efficient. However,
many of these bencfits have not been distributed evenly across the equity markets.
"The trading environment for many small and midsize public companies ~ including
12GCs — remains less liquid and fragmented as compared 1o the overall equity market.
We believe that policymakers should move away from a “one size fies all” regulatory
model and tailor market structute to help boost the trading of EGCs and other small

Issuers.

While the JOBS Act did a great deal to help EGCs raise capital in primary
offerings, it did comparatively little to address the secondary market trading in these
companies. The Main Street Growth Act seeks to remedy this issuc by providing a
tailored trading platform for EGCs and stocks with distressed hiquidity. Companies
that choose to list on a venture exchange would have their shares traded on a single
venue, thereby concentrating liquidity and exempting these shares from rules that are
more appropaiate for deeply liquid and highly valued stocks. Venture exchanges
would also be afforded the flexibility to develop intelligent “tick sizes” that could help
incentivize market makers to trade in the shares of companies listed on the exchange.
Importandy, both the creation of the venture exchange and the decision to list on
such an exchange are completely optional — the bill would not mandate that
companies that meet certain criteria trade on a venture exchange. We believe this
legislation is an important step towards properly tailoring market structure rules for
small issuers.

12
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Conclusion

We appreciate the work of the Capital Markets, Securities, and Investment
Subcommittee on these important bills and issues. The Chamber is prepared to work
with the Subcommittee on a bipartisan basis to achieve many of these reforms that
would modernize the public company regulatory regime in the Unired States. We
must be successful in these cfforts to spur economic growth that stimulates
investment and creates good paying jobs.

13
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California Public Employees’ Retirement System
Executive Office
P.C. Box 942701

\\",/ Sacramento, CA 94229-2701
A . TTY:(877) 2497442
. (916) 7953828 phone - (916) 785-3410 fax

CalPERS www.calpers.ca.gov

June 4, 2018

The Honorable Bill Huizenga The Honorable Carolyn B. Maloney
Chairman Ranking Member

Subcommittee on Capital Markets, Subcommittee on Capital Markets,
Securities, and Investment Securities, and investment

Committee on Financial Services Committee on Financial Services
United States House of Representatives United States House of Representatives
Washington, D.C. 20515 Washington, D.C. 20515

Dear Chairman Huizenga and Ranking Member Maloney:

Subject: May 23, 2018 Hearing Entitled "Legislative Proposals to Help Fuel Capital and
Growth on Main Street”

On behalf of the California Public Employees’ Retirement System (“CalPERS"), | write to
respectfully express our views about several issues that were considered during the Capital
Markets, Securities, and Investment Subcommittee hearing on May 23, 2018, entitled
“Legislative Proposals to Help Fuel Capital and Growth on Main Street.” We respectfully
request that this letter be included in the hearing record.

CalPERS is the largest public, defined benefit pension fund in the United States, with
$351.80 billion in global assets, as of market close May 28, 2018, and equity holdings
exceeding 10,000 companies. CalPERS manages investment assets on behalf of more
than 1.9 million California public employees, retirees and beneficiaries. As a global,
institutional investor with a long-term investment horizon, CalPERS depends on the
integrity, transparency and efficiency of the financial markets, as well as access to refiable
and accurate information in order to make investment decisions. The investment objective
of CalPERS is to provide long-term sustainable, risk-adjusted returns.

We appreciate the Subcommittee’s consideration of a number of legislative proposals that
are designed to address regulatory impediments that impact the ability of “Main Street”
businesses, early-stage and small companies, as well as emerging growth companies
("EGCs"), fo access capital, which is vitally important to business and productivity growth,
job and wealth creation, sustainable community and economic development, and
innovation. CalPERS provides this much-needed capital by investing in public companies,
primarily as a long-term investor. The benefits of access to capital accrue to the direct
recipients of investments and to the geographic areas in which they are located. As such,

" House Financial Services Committee, Hearings,
hitps:fifinancialservices house. govicalendar/evenisinale. aspx7EventlD=403426.
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we have long supported efforts to promote capital formation and more liquid financial
markets to spur sustainable growth in the real economy, while at the same time fostering
greater transparency and protecting investor rights.

As the Subcommittee considers efforts to stimulate capital formation, particularly for small
and medium sized enterprises, we respectfully urge you to also consider the potential
implications of these initiatives for an investor such as CalPERS, as well as other providers
of capital. In this regard, we would like to take this opportunity to provide our views about
the following topics: corporate governance, potential enhancements of the Jumpstart Our
Business Startups ("JOBS") Act; the need for additional research on EGCs and smaller
issuers; corporate financial reporting; and equity market structure reform,

Corporate Governance:

As embodied in the CalPERS Governance & Sustainability Principles {the “Principles”),? we
firmly embrace accountable corporate governance. In CalPERS' experience, it is critical for
capital providers, particularly institutional investors, to have the ability to actively engage
with company management, and the shareholder proposal process promotes such
engagement. For this reason, we are opposed to efforts to substantially revise the
resubmission thresholds for sharehoider proposals under Securities and Exchange
Commission (“*SEC") Rule 14a-8. Because large companies comprise a larger portion of
investors’ equity portfolios than small companies, large companies are more likely to
receive shareholder proposals. According to the 1SS Voting Analytics database, S&P 500
companies received some 659 proposals in 2017, which equaled 77 percent of the 852
proposals that Russell 3000 companies received and corresponded to the S&P’s coverage
of the Russell 3000’s market capitalization. Of particular note, only 3.7 percent of
shareholder proposals in the ISS database were filed at companies with a market
capitalization below $1 billion.

Given the small number of shareholder proposals that are filed at reporting companies in
the U.S. with the overwhelming majority being filed at S&P 500 companies, it appears as
though there is no shareholder proposal crisis at small companies that needs to be
addressed. Historically. small shareholders initiated many of the campaigns for
enhancements at large companies that were eventually adopted as best corporate
practices. There is no need fo restrict shareholder proposals, which would make it more
difficult for shareholders to file proposals and have them appear in proxies. Therefore, we
oppose efforts to prevent or further restrict shareholders from exercising their rights as
owners. We emphasize that this is not a matter of “shareholder activism.” Rather,
shareholder engagement is critical to the exercise of our fiduciary responsibilities and to the
pursuit of our aforementioned investment objectives.

We oppose efforts that would establish a burdensome regulatory regime for proxy advisory
firms or grant issuers undue influence over the proxy recommendation process. The

* CalPERS Governance & Sustainability Principles, Apr. 17, 2017,
https;#/www.calpers.ca.qov/docs/forms-publications/governance-and-sustainability-principles. pdf.
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proposed changes would force institutional investors to pay significantly more to comply
with our fiduciary obligations to vote our shares. We have heard the concerns about
perceived “conflicts of interest” in the proxy advisory industry, but have not seen credible
examples. We are concerned about imposing conflict of interest management requirements
when existing SEC requirements appear to be effective in this area. Among other things,
we are also concerned that proposed reforms would present additional barriers to entry for
new proxy advisory firms rather than enhance competition. Proxy advisory firms and other
data providers play a useful role in efficiently providing institutional investors with
independent research and analysis {o help us execute our voting decisions. Accordingly,
we oppose efforts to subject proxy advisory firms to new, duplicative and overly
burdensome regulatory requirements.

We support the current quarterly filing regime. Certain 8-K filings are no substitute for 10-
Qs. Although an argument can be made that people trade on the 8-Ks, such an argument
holds simply because the 8-Ks are released prior to 10-Q filings. The 10-Qs provide
substantial and important information and serve as a great historical resource. Any
modification of standard quarterly filings should be preceded by significant study with ample
opportunity for investor input.

These views are consistent with the underlying tenet of the Principles: fully accountable
governance structures produce, over the long term, the best returns to shareowners.

Enhancements to the JOBS Act:

The JOBS Act provides a number of benefits to EGCs, including those related to the
submission of confidential registration statements to the SEC, as well as scaled disclosures
concerning executive compensation and audited financial statements. As a significant
capital provider, we believe that the current five-year exemption for EGC status is a well
thought out compromise, given that many institutional investors were against any exemption
in the first place. Further, we are only aware of anecdotal evidence that an extension of the
exemption for EGC status would benefit certain companies, and we have seen no
convincing evidence that there would be a market benefit to such extension. Large
accelerated filers have large market capitalizations and should report accordingly. To be
clear, the proposal would provide exemptions to very low revenue producing {but highly
valued) companies while forcing companies with more substantial revenues to continue to
comply with standard reporting. It appears that the wrong market behavior would be
rewarded if the proposed exemption is given to low revenue producing companies with high
market capitalizations.

Additional Research on EGCs and Other Small Public Companies:

We favor proposals that are designed to promote additional research and coverage of small
companies, and we support enabling the SEC to examine why pre-1PO research has not
materialized following enactment of the JOBS Act. We note that the findings of these
studies would help to inform and guide additional proposals and increase the likelihood of
success for small publicly-traded companies.
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Corporate Financial Reporting:

Any proposals that would broaden eligibility for definition of a “smaller reporting company”
(“SRC") should take into consideration (and should be balanced against) the critical
information needs of investors. An SRC currently qualifies as such if it has a public float of
less than $75 million. We have long felt that financial reporting disclosures need to be
meaningful, understandable, timely, comparable, and consistent to enable open and honest
dialogue as well as informed decision-making. Consequently, any proposal to expand the
number of registrants that qualify as SRCs must be consistent with the aforementioned
principles in order to ensure investor protection.

Equity Market Structure:

CalPERS has consistently supported efforts to make reasonable reforms to the U.S. equity
markets, and believes that such initiatives should mitigate risks to the markets and advance
the interests of long-term investors. In recent history, technological advancements and
regulatory actions have sought to increase market competition and lower trading costs.
Unfortunately, this has resulted in increased market complexity and various unintended
consequences, and long-term investors have often borne the cost. We note that proposals
to improve liquidity and market quality by increasing the ticket sizes of EGCs and smail
capitalization stocks have raised important concerns about trading activity and volatility.
CalPERS believes that such proposals should be carefully examined to assure that they are
constructed in a manner that maximizes their utility while at the same time diminishes costs
and risks to investors.

Thank you for considering our views. We welcome the opportunity to work with you on
ways to protect investors while fostering a favorable regulatory environment for “Main
Street” businesses and smaller companies so that they are able to access capital, innovate,
grow and create jobs. Please do not hesitate to contact Gretchen Zeagler, Assistant
Division Chief of hederal Policy at (916) 795-2911, if we can be of any assistance.

Sincerely,

MARCIE FROST
Chief Executive Officer
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Equi
D%algs of
America

May 23,2018
Chairman Huizenga and Ranking Member Maloney,

The Equity Dealers of America (EDA) appreciates and thanks you for the opportunity to submit
testimony to the House Financial Services Committee, Subcommittee on Capital Markets,
Securities and Investments regarding “Legislative Proposals to Help Fuel Capital and Growth on
Main Street”. We strongly support the committee’s efforts to promote capital formation and to
advance cach of the bills that will be discussed at today’s hearing.

The EDA is a trade association that represents the retail and institutional equity capital markets
interests of middle-market financial services firms who provide Main Street businesses with
access to capital and advise hardworking Americans how to create and preserve wealth. The
EDA’s mission is to promote trust and confidence in the U.S. capital markets. We support
efficient and competitively balanced equity capital markets that advance financial independence,
stimulate job creation, and increase prosperity. The EDA’s membership base is geographically
diverse in that it spans the Heartland, Southwest, Southeast, Atlantic, and Pacific Northwest
regions of the United States.

EDA members act as important intermediaries who facilitate the flow of capital from those who
have it. to those who need it. Those who need it are small and mid-size businesses located across
America in every sector of the economy. These businesses represent the spirit of the American
entrepreneur. they create jobs, and they stimulate economic growth. We support any effort to
improve the environment for small businesses to access capital.!

Increasing the number of public companies also benefits retail investors, who, as the number of
public companies has declined, have had fewer and fewer options to choose from. The policies
discussed in today’s bills encourage companies to go public much carlier in their life cycle. This
should serve to expand the pool of available investment options for investors and afford them
with the opportunity to participate in the early stages of a public company’s growth cycle.

This committee passed the JOBS Act in 2012 and, while it was a step in the right direction, more
can be done. Today’s hearing will focus on several bills which reflect concrete policy
recommendations put forth by a very diverse group of market participants.® The goal of these

! hitos://www.investors.com/politics/commentary/how-to-promote-small-business-jobs-and-protect-investors,
? httoi//equitvdealers.org/wp-content/uploads/IPO-Repart EXPANDING-THE-ON-RAMP.pdf
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policies is to improve the environment for small businesses to go public and stay public. There is
no single magic bullet. None of the policy recommendations alone will solve the problem;
adopting ALL of the policies in today’s bills is necessary to change the regulatory environment
and market structure for small businesses. Only then, will they have the chance to thrive as
public companies.

Thank you for your attention to this very important issue and please let me know how the EDA
can continue to support the Committee’s initiatives on small business capital formation.

Christopher A. lacovella
Chief Exccutive Officer
Equity Dealers of America
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Via Hand Deliver
May 22, 2018

The Honorable Bill Huizenga

Chairman

Subcommittee on Capital Markets, Securities, and Investment

Committee on Financial Services

United States House of Representatives

‘Washington, DC 20515 *

The Honorable Carolyn B. Maloney

Ranking Member

Subcommittee on Capital Markets, Securities, and Investment
Comumittee on Financial Services

United States House of Representatives

‘Washington, DC 20515

Re: May 23, 2018, hearing entitled “Legislative Proposals to Help Fuel Capital and Growth
on Main Street™

Dear Mr. Chairman and Ranking Member Maloney:

I am writing on behalf of the Council of Institutional Investors (CII), a nonpartisan, nonprofit
association of public, corporate, and union employee benefit funds, other employee benefit plans,
foundations, and endowments with combined assets under management exceeding $3.5 trillion.
Our member funds include major long-term sharcholders with a duty to protect the retirement
savings of millions of workers and their families.

Our associate members include a range of asset managers with more than $25 trillion in assets
under management, most also with long-term investiment horizons. CII members share a
commitment to healthy public capital markets and strong corporate governance.?

The purpose of this letter is to thank you for holding the above referenced hearing and to share
with you some of our views on this important topic.? We would respectfully request that this
letter be included in the hearing record.

! Financial Services Committee, Hearings,

bttps:/financialservices. house sov/ealendar/eventsingle.aspx 2 EventiD=403426,

2 For more information about the Council of Institutional Investors (CII) and our members, please visit CII’s website
at hitp:/www.cli.orefabout_us.

3 See Memorandum from FSC Majority Staff to Members of the Committee on Financial Services | (May 18, 2018),
hitps/inancialservices. house. goviuploadediles/032318_cm_memo.pdf,

717 Pennsylvania Avenue. NW | Suite 358 | Washington, BC 20005 | Main 2028220800 | Fax 2028220801 | www.ciiarg
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Status of the U.S. Public Capital Markets

We believe that the U.S. public capital markets are fundamentally healthy and remain the
preferred choice for businesses to seek capital, notwithstanding more robust private markets and
access to capital through non-U.S. public markets.* And the volume of initial public offerings is
on the rise.’

The decline in the number of U.S. public companies since the peak of 20 years ago has not in our
view significantly diminished the ability of U.S. businesses to obtain capital. We note that key
factors in the decline in the number of public companies has been the corresponding growth in
the private markets and the related increase in mergers and acquisitions (M&A) activity.

Growth in private markets

Compared to just 15 years ago, companies have many more ways to access significant capital
without utilizing the public markets.® Venture capitalists, private equity firms, and sovereign
funds have considerable capital to invest in private companies,

For example, between 2008 and 2014, while public capital-raising hovered around $250 billion
per year, private capital-raising increased from about $700 billion in 2008 to more than $1.25
trittion in 2014.7 Given the various choices U.S. businesses have for funding, many have chosen
to remain private longer.

The U.S. Congress has incentivized businesses to remain private longer, including when it
increased the acceredited investor limit for registering with the U.S. Securities and Exchange
Commission (SEC or Comumission) from 500 to 2,000 in the Jumpstart Our Business Startups
Act of 2012 The result is that U.S. businesses mat move to a public offering in recent years
have tended to be more mature and have more solid business prospects, in contrast to the prior
boom cycles.”

¢ See, eg., EY, “Looking Behind the Declining Number of Public Companies, An Analysis of Trends in US Capital
Markets™ 15 (“In our view, US public capital markets are mnddmLmaU) hmsthy and remain the preferred choice for
U.S. and many forcxgn compantes that seek to go publ 3
analysis-of-rend al-macketySEILE g tab-markets.pdfl
° Nasdag, “Progress in Process, Upuatc on Nasdag's Blueprint to Revitalize Capital Markets” 3 {May 2018),
hupbusiness. nasdag nedia NasdaqRevitalize Progress Report May 7\ 18 tamd044-61462 pdf.
SEY at 8-10 (“The privatc capital market has grown aggressively recently, allowing emerging companies to access
more capital without going publie.”).
7 See Scott Bauguess et al., “Capital Raising in Lhn 1).8.: An Analysis of the Market for Unregistered Securitics
Offering 2009-2014," at 7 (Oct. 1, 2015), [ nreglstered-offoring 16-201 5,04l
3 See, e.g., Elisabeth De Fontenay, “The Dcregu!duon of Private Capital and the Decline of the Public Company,” 68
Hastings L.J. 445, 468-69 (Mar. 29, 2017) (“By increasing the shareholder cap from 500 to 2000, Congress enables
extraordinarily large private comipanies whose stock is widely held by passive investors to avoid becoming public
companies.”}, evailable at Mips//wwwsee govispollightinvestor-advisory-5-201 2elisabet ©
dereaylation-orivate-capital.ndf,
? See EY at 1 (“Growth companies choosing to sell shares to the public today are typically stable and have sotid
prospects for growth.”).

LlAssetsian-
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Growth in M&4 activity

A second key and related factor in the decline in the number of public companies has been the
increase in M&A activity, From 1997 to 2012 the percentage of public companies delisted for
cause did not increase, but the percentage of firms delisted because of a merger did. ' Moreover,
since 2000, leveraged buyouts by private equity firms have surged, accounting for 9% of
delistings of public companies, including almost one-quarter of all delistings in 2006.

The increase in the number of leveraged buyouts in recent years is not surprising given the
corresponding growth in the private equity firm industry.” In 1980, there were only 24 private
equity firms and deal volume only modestly exceeded $1 billion.”? Today there are mote than
3,000 U.S. private equity firms and assets under management for buyout funds of roughly $823
billion, up from $80 billion in 1996 and less than $1 billion in 1976,

Finally, significant U.S. private companies have been acquired before they can become public at
a rapid pace in recent years, with the 2014-16 average for acquisitions in excess of $100 million
exceeding any previous three-year period in recent decades. ¥

Comporate Governance

CII has long held that good corporate governance-—defined to include market transparency,
integrity and accountability and specific relationships between boards, management and
shareowners-—is in the best long-term interests of shareowners and the U.S. capital markets. ©

We believe that shareowners, other investors and other stakeholders benefit when rules and
regulations provide adequate protections to owners and ensure that important information is
promptly and transparently provided to the marketplace.””

The value of good governance structures/practices within public cormpanies—such as
substantially independent boards, all-independent key committees and other board accountability
policies/practices——is backed by commonsense and experience. Such structures and practices
ensure that directors have the necessary independence from management to, among other things,
monitor and assess corporate performance; select, monitor, evaluate and, when necessary, fire
the chief executive and other senior managers; oversee management succession; and structure,

' Craig Doidge et al., *“The U.S. Listing Gap,” 123 J. Fin. Econ. 464, 465-66 (Mar, 2017), available at
Blipsiwww scigncedirectcomiseience /SN0 X 1630230X ( e reauired),

3 Michael J. Mauboussin et al., Credit Suisse, “The Incredible Shrinking Universe of Stocks, The Causes and
Consequences of Fewer U.S. Equities™ 7 (Mar. 22, 2017), hip:/www.emgwealth.comiwn-

¢ ploads/ 201 703/ document 107273366 Lpdf.

b
L)
3 yd
)
SEY at 14.

18 CH, Policies on Other Jssues, Value of Corporate Governance,
Swww it orgipolicies other issuesfvalue_garg _gey.
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monitor and approve compensation paid to the chief executive and other senior managers. They
also ensure that directors are accountable to shareowners.

We are unaware of any evidence of a causal connection between federally imposed
improvements 1o corporate governance and the decline in the number U.S. public businesses. ™
We offer the following summary discussion of CIl views on specific issues addressed by three of
the eleven bills and discussion drafts to be examined by the Subcommittee at the hearing. In each
case, we believe the proposed legislation, if enacted, would be inconsistent with improving
corporate governance in the U.S. capital markets.

1 EXtensible Business Reporting Language (XBRL)

CII has long supported expanded use of data tagging to facilitate more accurate and less costly
extraction and use of data in public company filings."” We agree with SEC Commissioner Kara
Stein that machine readable data, including data that can result from XBRL tagging
requirements, allows users to select only those data elements they want and present it in a format
they find useful, regardless of the particular format used by registrants.” Given the various
audiences for disclosure and the increasing diversity of investor strategies, such customization
makes disclosure documents—both individually and across registrants more usable.*! As a result,
we believe many investors place a significant value on having required SEC disclosures subject
to XBRL tagging requirements.”

H.R. 50547
H.R. 5054 would require the Commission to amend its regulations to exempt certain issuers from

the requirements to format their SEC filings using machine readable XBRL. The bill would
create (1) a permanent exemption for companies qualifying as “ecmerging growth companies,”

18 See Michaet J. Mauboussin et al. at 20 {“the shrinkage in the population of listed companies started well before .

. [Sarbanes-Oxley Act] was implemented ”); see v/sn Office of Investor Advocate, U.S. Securities and Exchange
Commission, Report on Objectives 6 (2018) (“recent academic studies demonstrate that it is difficult to establisk any
causal connection between disclosure mandates and TPO activity™), hitps
advocate-report-on-ghiectives-fv201 8 pdf; Elisabeth De Fontenay at 448 {"even if public company disclosure
requirements had remained constant over the last three decades, there would tikely still be a dearth of public
companies today, due to the increasing ease of raising capital privately™).

¥ See, e.g, Letter from Kenneth 4. Bertsch, Executive Director, Council of Tnstitutional Investors, to Brent J.
Fields, Secretary, U.S. Securities and Exchange Commission 3 (July 8, 2016),

Itpsiinaww gt ore filesissnes sod advocacycorrespondence/201 697 08 16%2001%4205-K.pdf

* See Commissioner Kara M. Stein, “Disclosure in the Digital Age: Time for a New Revolution,” speech before the
48th Anpual Rocky Mountain Securities Conference 3 (May 6, 2016) {machine raadablhty data “allows data to be
pulled out of ﬁimgs and presented according to the needs of consumers™), hitps, ¥ www seC.00vnews/spee =

Swww see govifilesiswee-oftice-Tnvestor:

2 L etter from Kenneth A. Bertsch at 3.

2 Letter from Jeffrey P, Mahoney, General Counsel, Council of Institutional Investors, to Brent J. Fields, Secretary
Sccunnct and Exchangc Commission 4 (Sept. 2 X

i tes wam and_advocacyicorresponder
terhend 20K AR, pd

“:‘HR 50)4 115‘“ Cong. (}‘eb 15, 2018), httpsy#inoneialservices.house poviuploadedilevbilis- 1L S 30341k pdl

2016/ 5ememi:
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and (2) a temporary exemption for companies with less than $250 million in annual gross
revenue,

1t is our understanding that if H.R. 5054 were enacted mote than 60 percent of public companies
would likely be exempt from XBRL tagging requirements.” We agree with the SEC’s Investor
Advocate Rick Fleming that exempting such a large percentage of public companies “would
seriously impede the ability of the SEC to bring disclosure into the 21¥ Century” and, in our
view, would lessen the value and usefulness to investors of the data provided in public company
filings.” We look forward to the SEC’s adoption of final rules on its “inline XBRL” proposal
that is expected to further reduce company costs for XBRL tagging going forward.”

2. Shareholder Proposals

C1l and its members have a deep interest in ensuring that Rule 14a-8,% the federal rule that
governs shareholder proposals, is a fair and workable standard shareowners and companies.®
The rule provides an orderly means to mediate differences between managers and owners.

We are mindful that many positive advances in U.S. corporate governance practices simply
would not have occurred without a robust sharcowner proposal process in place. For example:

» Sharcholder proposals were the impetus behind the now practice—ourrently
mandated by major U.S. stock exchanges’ listing standards—-that independent
directors constitute at least a majority of the board, and that all the members of the
following board committees are independent: audit, compensation, nominating and
corporate governance. Similarly, the concept of independent board leadership, now
prevalent at U.S. companies through independent lead directors or independent

% rd at§ 2,

3 See Daniel Castro et al., “Congress Should Not Undo Progress on Financial Data Reform,” Hill, Feb. 11, 2015, at
1 {reporting that “data reporting exemptions . . . [in predecessor bill to HR. 5054) would apply to 61 percent of
public Lompauies, and thus a massive amount of financial data would be lost as a public ruourcc")
ss-on-financial-data-

reform
% Rick A. Fleming, Investor Advocate, “Effective Disclosure for the 21 Century Investor™ 2 (Feb. 20, 2015)
(wmmentmg on‘l e VIIof HR. 37, the ‘Promormg Job Creation and Reducing Small Business Burdens Act™),
HesmOsaic,comys S {02201 S-spehralhunlhim.
** Infine XBRL Filing of Tagged Data, Sccurmes Act Release No, 10,323, Exchange Act Release No. 80,133,
Investment Company Act Release No, 32,518, 82 Fed. Reg. 14,282, 14,283 (proposed rule Mar. 17, 2017) (proposed
amendments intended to dccrea% ‘f' lmg co: by dccraasmg XBRL preparation costs™),
bupsiwww.gpe.sowidsysipke/ FR-201 7 pd 201 7-04366.0d1
%17 CFR 240.14a-8 (Sept. 16, 2010) avmlable ¢ hitpsiwewe lawcomel Ledwifitexty1 /240, 1408,
* See, e.g., “Fxamining the U.S. Proxy Voting System: Is it Working for Everyone,” Corporate Governance
Roundtable, Hosted by Rep. Scott Garrett, 114% Cong 7 (Nov. 16, 2015) (Statement of Amy Borrus, Interim
Executive Dxrector, Counc11 of Institutional Investors),

i 8 ues_and advocacydeorespondence/201570 L 16 18 oh Ren®i20 Garrell youndtable sy
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chairs, was pressed by investors in the 1990s mainly through sharcholder
proposals.®?

« In 1987, an average of 16% of shareholders voted in favor of sharcholder proposals
to declassify boards of directors so that directors stand for election each year. In
2012; these proposals enjoyed an 81% level of support on average. Ten years ago,
less than 40% of S&P 500 companies held annual director elections compared to
more than two thirds of these companics today.*!

» Electing directors in uncontested elections by majority (rather than plurality) vote
was considered a radical idea a decade ago when shareholders pressed for it in
proposals they filed with numerous companies. Today, 90% of large-cap U.S.
companies elect directors by majority vote, largely as a result of robust shareholder
support for majority voting proposals.’

s A proposal that built momentum even more rapidly and influenced the practices of
hundreds of companies in the last few years is the request for proxy access. Resolutions
filed by the New York City Comptroller to allow shareholders meeting certain eligibility
requirements to nominate directors on the company’s proxy ballot achieved majority
votes at numerous companies. As a result, since 2015, more than 400 public companies
have adopted proxy access bylaws.®

Benefits to Companies
The cost to companies of the existing sharcholder proposal process is generally low and the

process often results in benefits to companies.™ It is important to note that most companies
receive few, if any, shareholder proposals. ¥

* IRRC Corporate Governance Bulletin, “Independ of Directors Emerges as Major 1993 Issue,” Investor
Responsibility Research Center, No ber/December 1992 {on file with CII).
* See Ceres et al., “The Business Case for the Current SEC Shareholder Proposal Proc:

wifilesPublic PolioviComment LetierwBusiness® 200 ase 201 i3

s 6 (Apr. 2017),

Fa-8 pdil

hizpsds
31,
3 Id.; see also Letter from Thomas P. DiNapoli, State Comptroller, State of New York, Office of the State
Comptroller, to the Honorable Jeb Hensarling, Chairman, Committee on Financial Services, United States House of
Representatives 1 (Apr. 26, 2017) (“It has been my experience over the past ten years as Comptroller that
shareholder resolutions are an effective means to voice concerns and propose changes in order to protect Fund
investments and encourage sustainable, robust corporate practices at our portfolio companies.”),

BUDL W W W OSCNTREE NV U TEN: cases/aprl Tichoice-act-letter.pdfy § of New York City Comptraoller Scott
M. Stringer on the Apdl 19% Discussion Draft of the Financial CHOICE Act of 2017 (Act) 3 (Apr, 25, 2017)
{describing some of the many achievements “made possible because of the NYC Pension Funds’ long-standing right
and ability to fite shareholder proposals-—a right and ability that would be pointlessly eviscerated by the passage of’
the Act™), hitp: mpirolfernvi.se roomitestimentes’st of-new-vork-city-cemprotier-seort-me-
siringer-on-the-april- 19th-di -of-the-financial-choive-aet-0f-201 7-act/,

 See Ceres et al. at 11-12 (providing an analysis of the potential range of company costs).

35 According to the ISS Voting Analytics database of Russell 3000 companies on file with CIY, sharcholders
submitted an average of 836 proposals at 386 companies per year between 2004 and 2017. The number of
submitted proposals fluctuated between approximately 800-900 proposals per year, except for a dip to 603 proposals
in 2011 and 673 proposals in 2012 after the SEC’s adoption of say-on-pay vote requirements.
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The average Russell 3000 company can expect to receive a proposal every 7.7 years.™ In
addition, proposals are typically filed with larger companies (i.e., S&P 500) that have the
resources to address such shareholder input.”’

For companies that receive a proposal, the median number of proposals is one per year.”® When
proposals are filed, companies often agree to act on the request made in the proposal, In this
respect, an average of 37.5% of shareholder proposals broadly related to climate change during
the 2012-2016 proxy seasons were withdrawn by filers in response to the company agreeing to
the request in some way.>®

The withdrawal rates for several other topics are much higher. This appears to suggest that many
companies find benefits from committing to act on shareholder proposals prior to a vote.

Additionally, there is a mechanism in place that allows companies to challenge shareholder
proposals. In particular, the SEC oversees a robust “no-action letter” process that allows
companies to exclude proposals from the proxy ballot that do not meet certain procedural and/or
substantive hurdles. This provides companies a means by which to know whether the SEC staff
would recommend no enforcement action if a company excludes the proposal from the proxy.
Companies have been actively utilizing this system. In fact, during the 2013-2015 proxy seasons,
companies challenged nearly one-third of the sharcholder proposals that were submitted and
approximately half of those challenged proposals were omitted from the proxy with SEC
approval.®

Importantly, the SEC has issued guidance that allows companies to exclude from the proxy any
resolutions pertaining to a company’s ordinary business, stating appropriately that resolutions
need to pertain to “significant policy issues” faced by companies.*! We believe this approach
strikes the needed balance between respecting the board’s role on corporate governance and
management’s discretion to make routine business decisions, while at the same time recognizing
the existence of policy issues significant enough to necessitate a shareholder vote.

H.R 57567
H.R. 5756 would increase the regulatory hurdles for sharcholder proposals.® Current rules

permit a shareholder to re-file a proposal only if it has received at least 3% of the vote on its first
submission, 6% on the second and 10% on the third.*

% ISS Voting Analytics database (on file with CIf).

37 See Ceres et al. at 12 (discussion of frequency of shareholder proposals at public companies).

® 1d.

* Data compiled by Ceres {on file with CII).

¥ See Ceres et al. at 12,

# See, e.g., Division of Corporation Finance, Securities and Exchange Commission, Shareholder Proposals, Staff
Legal Bulletin No. 14E at 2 (Oct. 27, 2009}, hitps:waww ovinterpslegalic it b

“H.R. 5756, 115% Cong. (Mar. 14, 2018), hitps ices.house. coviunloadeditlesditly- 1 18-

dufty 097.pdl.

nanchalse
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H.R. 5756 would raise those thresholds to 6%, 15% and 30%, respectively.® Those higher
hurdles could knock out many important governance proposals that, if adopted, could enhance
long-term shareowner value.

Experience indicates that it often takes several years for a proposal regarding an emerging issue
to gain enough traction with investors to achieve double-digit votes. In many cases, these
proposals eventually receive substantial support, leading to widespread adoption by companies.

The current thresholds provide a reasonable amount of time for emerging issues to gain support
among investors while ensuring that only those proposals that garner meaningful support remain
on the ballot for multiple years. Resubmission of proposals receiving less than 20% support for a
third or fourth time is very rare. According to Institutional Shareholder Services data, since 2010,
shareholders resubmitted environmental and social issue proposals in only 35 instances after
receiving votes under 20% for two or more years. This affected only 26 companies.

Restricting the shareholder proposal process is likely to reduce corporate accountability to
shareholders, and could create greater conflict between shareowners and public companies. For
example, restricting sharcholder proposals is likely to lead to sharcowners more often availing
themselves of the blunt instrument of votes against directors, and increased reliance on hedge
fund activists to push for needed corporate changes.®

Taken together with SEC rules that preclude proposals relating to ordinary business and the SEC
no-action system that prevents abuses by special interests, we believe the SEC’s existing rules
and thresholds refated to shareholder proposals have and continue to benefit both investors and
publicly traded companies.

3. Quarterly Reporting

As indicated, CI belisves that investors and other stakcholders benefit when regulations “ensure
that important information is promptly and transparently provided to the marketplace.™ We
agree with the SEC’s Investor Advisory Committee that “the current degree, quality and
frequency of disclosure for U.S. issuers overall is appropriate and a source of strength for the

B FLR. 5756 § 1.

* See, e.g, “ONPOINT/A Legal Update from Dechert’s Carporate Governance Practice, Sharsholder Proposal
Reform under the Financial CHOICE Act of 2017: A Welcome Development for Companies or a Trojan Horse?” 2
(May 2017) (“If that outlet for complaints is removed, aggrieved shareholders may have no choice but to resort to
more direct, blunt action, such as binding bylaw proposals, withhold vote for director campaigns, or even the ouster
of company directors via proxy aceess or in a conventional contest.™, | fo.decherteom 108636 may-

201 Zisharcholder-proposal-re financial-chojre.g levelopment- for-companies.
roianc-horse-{1).a8 THUOR-{TE-4889-9feb-0a3h8b3edas.
CI1, Policies on Other Issues, Value of Corporate Governance,
hpswwweiiotg/policies_other issues#value corp_soy
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U.S. capital markets.”* We also generally suppon thu SEC’s outstanding propmal to delete
redundant or overlapping disclosure requirements.

Discussion Draft Stregmiining Disclosure Options to Reduce Redundant Disclosures to Investors

Aet (Discussion Draft)”

The Discussion Draft would amend the federal securities laws to provide that publicly listed
companies have the optien to file Form 10-Q or file a quarterly press release that includes
earnings results. ™

We note, at the outset, the scope of the provisions of the Discussion Draft would apply more
broadly than it appears the corporate special interests could agree upon.™ In the recently issued
white paper entitled “Expanding the On-Ramp, Recommendations to Help More Companies Go
and Stay Public,” eight corporate organizations (five of which have representatives testifying at
the hearing) recommended that the option to issue a press release with earnings results in lieu of
a 10-Q should be applicable only to emerging growth companies.™

In addition, we note that the provisions of the Discussion Draft would not simply “Reduce
Redundant Disclosures to Investors,”** but would appear to eliminate the timely reporting of a
significant volume of potentially critical information to investors.

For example, the provisions of the Discussion Draft would appear to eliminate quarterly required
information about the:

s Income statement for the period between the end of the preceding fiscal year and
the end of the most recent fiscal quarter, and for the corresponding periods of the
preceding fiscal year;*

L etter 1rom SIZC Investor Advisory Committee, to Division of(‘omom’mn Finance 1 (June 15,2016} (emphasm
Swwy see povispothiehtinvestoradiser

01 2iac-approved:-|

49 Letter from Jeffrey P. Mahoney, General Counsel, Council of Institutional Investors, to Brent J. Fields, Secretary,

Secyritics and Exchange Commission 3 (Sept. 22, 2016) (“We gencrally support the Commission’s proposals . .

that would delete or integrate certain identified topics that are “overlapping™”).

®H.R. 115" Cong. (Discussion Draft May 11, 2018) [hereinafier Discussion Draft],

hit 3 S howse yovaunloadad e bifls- 1154 g

31§ 2(a).

*2 Center for Capital Markets Competitiveness et al., “E; xpanumv the On-Ramp: Recommendations to Hc!p More

Companies Go and Stay Public,” 20 (Spring 2018), I Upsinvwsifing org/resuusessubmissionsiespanding-the-on-

ramp-recenmendations-o ‘I“ LeIorE- 0o i 4"0-4!!1(" fay bl v

3 Jd. {(recommending [g}rzmhng EGC’s the option of issuing a press release that includes earnings results every

quarter - as opposed (o a full 10-Q).

3 Discussion Draft § 2.

17 CFR § 210.10-101e)2) (Aug. 12, 2011), available at litps/rwww law comelleduch/ies i 27210, 10-01; see

LY SEC Financial Rf.pomng Series, 2018 SEC Quarterly Reports ~ Form 10-Q at 14 (2017).
) i AL

»mi rmmu xfﬁmo

iber2017.0df

(registration xcquxred)
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» Statements of cash flows for the period between the end of the preceding fiscal
year and the end of the most recent fiscal quarter, and for the corresponding period
of the preceding fiscal year;*

» Changes to quantitative and qualitative information about market risks;”’

*  Material developments relating to legal proceedings; ™

« Material changes in risk factors; ¥

«  Sales during the quarter of unregistered securities and use of proceeds that bave
not been previously reported;* and

+  Conclusions of the registrant regarding the effectiveness of the registrant’s
disclosure controls and procedures as of the end of the period and any change in
internal control over financial reporting that occurred during the quarter,®

In addition, the provisions of the Discussion Draft would appear to potentially reduce the quality
of the quarterly financial information reported and weaken the discipline and accountability of
the company’s reporting practices as a result of two consequences of filing the proposed press
release in lieu of a Form 10-Q.

First, the provisions would appear to eliminate the required independent auditor’s review and
report on the company’s quarterly financial information.® The review provides the accountant
with a basis for communicating whether he or she Is aware of any material modifications that
should be made to the quarterly financial information for it to conform to with generally
accepted accounting principles,®

Second, the provisions would appear to reduce the potential civil liability of the company’s
management for false or misleading statements contained in the quarterly reports. More

17 CFR § 210.10-101(c)(3); sce EY, SEC Financial Reporting Series, 2018 SEC Quarterly Reports — Form 10-Q
at 14-15.

17 CFR. § 229.305 (Aug. 12, 2011), available et hitps://www Jaw.cornell edwofvitext/1 7/229.305; see EY, SEC
Financial Reporting Series at 33-34.

3# 17 CFR. § 229.103, available at hitps:/ aw.gorneiledeic et 1 7229.500; see EY, SEC Financial
Reporting Series at 76-77; see generally Letter from Jeffrey P. Mahoney, General Counsel, to Brent 1. Fields,
Secretary, Securities and Exchange Cormmission 6 (Sept. 22, 2016) {commenting on the need to improve rather than
eliminate disclosures relating to legal proceedings).

#17 C.FR. § 229.503(¢) (Aug. 12, 2011), available af hups/www.law.comell.edwe et/ 17/229.503; see BY,
SEC Financial Reporting Series at 77; see generally Letter from Jeffrey P. Mahoney, General Counsel, to Brent J.
Fields, Secretary, Securities and Exchange Commission 2-3 (Dec. 20, 2017) {commenting on the Securities and
Exchange Cornmission outstanding proposal to amend the risk factor disclosure),

s el orglile ues and advoescvicorrespondence201 T/ December®2020,%620201 71208 ECH20FAST
JUketter%ad0(final %20, pdf.

17 CER. § 229.701 {Jan, 4, 2008), itable af Wtpsiiwavie faw comelleduiofliexty1 7/229.701; see EY, SEC
Financial Reporting Series at 77.

S17 CFR. § 229.307 (June 18, 2003), available at hitps:iiwww
229.308(b) (Apr. 12, 2017), avai at hps/fwww faw,
Reporting Series at 34-36.

817 CFR. § 210.8-03 (Apr. 23, 2009), available at s 2
210.10-01(d) (Aug. 12, 2011}, available af ptipswww law.corne]
Financial Reporting Series at 59.

8 See EY, SEC Financial Reporting Series at 60.

et 17210803 17CFR §
7:210,18-01; see EY, SEC
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specifically, the Discussion Draft’s proposed press release, unlike a Form 10-Q, would likely be
considered “furnished” versus “filed’ with the SEC.* As a result, the proposed press release
would not be subject to liability under Section 18 of the Exchange Act.® The proposed press
release would, however, appear to continue to be subject to the anti-fraud provisions of
“Exchange Act Rule 10b-53.7%

Finally, the Discussion Draft provisions would appear to potentially reduce the value and

usefulness of the quarterly {inancial statements contained in the proposed press release because
the information would presumably not be subject to XBRL data tagging generally required “for
all primary {inancial statements, notes, and financial statement schedules filed with the SEC.™7

For all these reasons, CII believes that the long-standing requirement to file a Form 10-Q with
the SEC provides investors with more timely, higher quality and more useful disclosures, and
instills more disciple and accountability in reporting practices than would likely be achieved by
that the proposed press release contemplated by the Discussion Draft.

We commend you for holding this hearing and for your efforts to help fuel capital and growth on
Main Street. We stand ready to work with you and other interested parties in support of those
efforts. Thank you for considering our views. We would be very happy to discuss our
perspective on these and other issues with you or your staff at your convenience. I am available
at Jeffiweii.org or by telephone at (202) 822-0800.

Sincerely,

S Tehon

Jeffrey P. Mahoney
Generat Counsel

8 Cf. id. at 53 (Explaining that a quarterly eamnings release exhibit to 2 Form 8-K is considered “furnished” versus
filed with the Securities and Exchange Commission).

&3 [d

66 Id

0 1d. at 8.
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MORNINGSTAR

22 West Washington Street Telephone: +1 312 636-6000
Chicago Facsimile: +1 312 896-6001
litinois 80602

May 2018

The Honorable Jeb Hensarling

Chairman, House Financial Services Committee
2228 Rayburn House Office Building
Washington, DC 20515

The Honorable Maxine Waters

Ranking Member, House Financial Services Committee
2221 Rayburn House Office Building

Washington, DC 20515

Dear Chairman Hensarling, Ranking Member Waters, and Members of the House Financial
Services Committee:

[ am writing to express concern about HR 5054, the Small Company Disclosure Simplication
Act, which would greatly reduce the availability of machine-readable XBRL data——data
Morningstar aggregates and uses to help investors find companies in which they might want to
invest. Transparency and equal access to information for large and small companies alike have
been the foundation of U.S. financial markets since 1933, Excluding smaller companies,
frequently startups, from this reporting would harm the ability of smaller investors to compete
with large institutions when investing and providing capital to American entrepreneurs.

Requiring machine-readable disclosures lowers the barriers for deriving insights from financial
filings. They also make it much easier for investment analysts to understand, initiate coverage,
and spotlight relatively small and unknown companies in the market. Previously, aggregating
financial filing data required the laborious transcription of filed documents, raising the
possibility of the introduction of buman error, not to mention a lag between submission and
transcription.

Moves in the United States and around the globe toward these structured data filings have
profoundly increased the transparency of capital markets. Investors now have significantly
easier access to actionable insights derived from company filings, and this data is increasingly
becoming available to investors more quickly. These trends toward greater transparency, in
turn, improve the efficiency of capital markets.

We are pleased to see the SEC continue to make strides toward more structured data, but we are
worried about policy shifts that would move us backward—impeding investors and even
smaller entities hoping to attract investments.
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Sincerely,

Aron Szapiro
Director of Policy Research
Morningstar, Inc.

CcC

Rep. Edward R. Royce Rep. Carolyn B. Maloney
Rep. Frank D. Lucas Rep. Nydia M. Velazquez
Rep. Patrick T. McHenry Rep. Brad Sherman

Rep. Stevan Pearce Rep. Gregory W. Meeks
Rep. Bill Posey Rep. Michael E. Capuano
Rep. Blaine Luetkemeyer Rep. Wm. Lacy Clay
Rep. Bill Huizenga Rep. Stephen F. Lynch
Rep. Sean P. Dufty Rep. David Scott

Rep. Steve Stivers Rep. Al Green

Rep. Randy Hultgren Rep. Emanuel Cleaver
Rep. Dennis A. Ross Rep. Gwen Moore

Rep. Robert Pittenger Rep. Keith Ellison

Rep. Ann Wagner Rep. Ed Perlmutter

Rep. Andy Barr Rep. James A. Himes
Rep. Keith J. Rothfus Rep. Bill Foster

Rep. Luke Messer Rep. Daniel T. Kildee
Rep. Scott Tipton Rep. John K. Delaney
Rep. Roger Williams Rep. Kyrsten Sinema
Rep. Bruce Poliquin Rep. Joyce Beatty

Rep. Mia Love Rep. Denny Heck

Rep. French Hill Rep. Juan Vargas

Rep. Tom Emmer Rep. Josh Gottheimer
Rep. Lee M. Zeldin Rep. Vicente Gonzalez
Rep. Dave A. Trott Rep. Charlie Crist

Rep. Barry Loudermilk Rep. Ruben J. Kihuen

Rep. Alexander X. Mooney
Rep. Thomas MacArthur
Rep. Warren Davidson
Rep. Ted Budd

Rep. David Kustoff

Rep. Claudia Tenney

Rep. Trey Hollingsworth
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The Honorable Jeb Hensarling, Chairman
Committee on Financial Services

U.S. House of Representatives
Washington, D.C. 20515

The Honorable Maxine Waters, Ranking Member
Committee on Financial Services

U.S. House of Representatives

Washington, D.C. 20515

The Honorable Bill Huizenga, Chairman

Subcommittee on Capital Markets and Government Sponsored Enterprises
Committee on Financial Services

U.S. House of Representatives

Washington, D.C. 20515

The Honorable Carolyn Maloney, Ranking Member

Subcommittee on Capital Markets and Government Sponsored Enterprises
Committee on Financial Services

U.S. House of Representatives

Washington, D.C. 20515

Re: Main Street Growth Act (H.R. 5877}

Dear Chairman Hensarling, Ranking Member Waters, Chairman Huizenga and Ranking
Member Maloney,

OTC Markets Group Inc. operates the OTCQX Best and OTCQB Venture markets with
over 1,200 companies meeting financial standards and providing current disclosure to
investors, including many innovative and entrepreneurial ‘venture’ companies, trading
via our SEC registered alternative trading system ("ATS”).' In advance of the House
Financial Services Committee’s Subcommittee on Capital Markets, Securities, and
Investment hearing on Legislative Proposals to Help Fuel Capital and Growth on Main
Street, we want to share our concerns about the Main Street Growth Act (H.R. 5877)
and the approach it takes towards regulating the U.S. venture markets.

We thank the Committee, Committee staff and Congressman Emmer for eliciting our
feedback and communicating with us as they worked on the Main Street Growth Act.
While we are disappointed with the bill as currently drafted, we appreciate the
opportunity to be heard and look forward to working with the Committee on the
important issues of small company trading and capital raising going forward.

 The U.S. based companies on these markets have an aggregate market capitalization of over $17 billion and
employ over 45,000 people.

OTC Markets Group Inc. E infoiootomarkets.com
304 Hudson Street, 3rd Floor T +1212 896 4400
New York, NY 10013 W otemarkets.com
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The Main Street Growth Act would allow the creation of “Venture Exchanges” that are
intended to have trading and listing rules tailored for smaller companies and regulatory
privileges that are unavailable to non-exchange markets. The bill focuses soley on
national securities exchanges and excludes ATSs like ours and other innovative market
models. We oppose the bill's mandate of a single business model for the trading of all
venture securities. Prescribing an exchange-only solution for venture-stage companies
stifles the type of innovative, failored market structure that has seen more than 300
companies graduate from our markets to the NYSE or Nasdaq exchanges over the past
5 years.. Many small companies on our OTCQX market do not seek to graduate, and
have established thriving secondary markets on our ATS platform without the cost and
complexity of listing on an exchange.?

OTC Markets Group and the ATS Model

Successes on our markets are attributable in part to the structure of our ATS as a
dealer market, allowing competing broker-dealers to directly interact with one another,
as opposed to an auction {(exchange model) market where broker-dealers interact only
with the exchange as the centralized trading facility. Dealer markets have been shown
to work better for smaller company trading, and all market participants should be
permitted to choose the type of trading venue that best suits their needs.
Companies should be free to choose their listing or designation based on value
and cost, broker-dealers should be free to seek best execution from the market or
broker-dealer of their choice, and investors should benefit from competition
between muiltiple market options for buying and selling company stock.

In an attempt to consolidate liquidity, H.R. 5877 would not permit Venture Exchanges to
offer Unlisted Trading Privileges (UTP) to the securities traded there. Unlisted Trading
Privileges allow securities to trade across multiple venues and were adopted, in large
part, to facilitate competition between markets and deter monopolistic.practices by the
exchanges. Removing these privileges incentivizes anti-competitive behavior and far
outweighs the potential benefits of consolidated liquidity. Forcing these participants to
use a venue type prescribed by regulators is not in the best interest of any market,
particularly one intended to support smaller companies and their investors.

For example, our markets cost significantly less than exchange listings, and offer
streamlined compliance processes while requiring that companies meet high financial
standards and produce audited financial statements among other ongoing, current
public disclosure.’> We work closely with state regulators, and thus far 30 states have
recognized our OTCQX market as exempt from state “Blue Sky” restrictions on

2 Nine OTCQX companies submitted letters to the Committee expressing their concern over the Main Street Growth
Act.

3 All OTCQX and OTCQB company disclosure is made publicly available for free on the OTC Markets Group website
at www.otcmarkets.com. The website also features transparent real-time pricing information for these cormpanies,
including the inside bid and offer as well as the full depth-of-book market data for each OTCQX and OTCQB security.

OTC Markets Group inc. E info@otcmarkets.com
304 Hudson Street, 3rd Floor T +12128964400
New York, NY 10013 W otemarkets.com
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secondary trading. That allows broker-dealers to reach a wide audience of potential
investors, which improves liquidity and capital raising opportunities.

Liquidity and Competition

High-speed exchange matching engines can capture the substantial existing liquidity in
the largest public companies, but they cannot create liquidity for smaller companies.
Only market makers using dealer-based markets like our ATS can provide additional
liquidty as a service, which is an important reason why OTCQX and OTCQB have been
successful for smaller company securities without large amounts of natural liquidity.
Academic research also indicates that the competing broker-dealer model used by OTC
Markets Group compares favorably to other successful smaller company frading
markets. 4 »

Market makers today can compete with the exchange markets for online broker orders
based on quality of executions, costs and providing greater liquidity than is displayed on
the exchanges. This structure requires a competive, low-cost frading ecosystem that
ATSs like ours can provide while exchanges cannot. We should seek to foster forward-
thinking markets structure models, rather than restricting trading to a single, exchange
license only model.

Conclusion

For the reasons outlined above, OTC Markets Group does not support the Main Street
Growth Act in its current form. Our OTCQX and OTCQB markets provide secondary
trading platforms for the companies that drive the Main Street economy. We have a
history of providing a long-term home for these companies and their investors, and
acting as a launching pad for the 60+ companies a year that grow with us and ultimately
graduate from our markets to a national securities exchange listing.

We remain hopeful that Congress, the SEC and market participants can work together
to provide smaller, venture companies with all of the tools necessary to foster their
growth and development. Please let me know if we can provide any additional
information or insight in furtherance of that shared goal.

Sincerely,
@_
Daniel Zinn

General Counsel
OTC Markets Group Inc.

* The study, attached as Exhibit A, is titled: The rise and fall of the Amex Emerging Company Marketplace, Joumnal of
Finangcial Economics 52 {1999), 257-289.

OTC Markets Group Inc. £ infootemarkets.com
304 Hudson Street, 3rd Floor T +1128964400
New York, NY 10013 W otemarkets.com
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EXHIBIT A

JOURNAL,OF

ECONOMICS

ELSEVIER Journal of Financial Economics 52 (1999) 257-289

The rise and fall of the Amex Emerging
Company Marketplace™

Reena Aggarwal®™*, James J. Angel®

*Georgetown University School of Business, Georgetown University, Washington, DC 20057, USA
SULS. Securities and Exchange Commission, Washington, DC, US4
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1. Introduction

On March 18, 1992, the American Stock Exchange (Amex) launched the
Emerging Company Marketplace (ECM) with great fanfare. The ECM was
designed to trade the stocks of small but growing firms until they grew large
enough to qualify for a regular Amex listing. Bid-ask spreads fell substantially
for the firms that listed on the ECM, and media coverage of the ECM firms
increased. However, relatively few companies followed the initial 22 firms, and
the Amex closed the market on May 11, 1995.

What went wrong? How could a market produce a substantial reduction in
transaction costs, yet fail to succeed? The ECM is one of many failed attempts to
launch public equity markets for small stocks in the US and Europe. Why do
such markets have so much trouble? This paper analyzes several factors that
possibly contributed to the demise of the ECM and that shed light on the factors
affecting the development of equity markets for smaller firms.

The governance structure of the Amex is one such factor. Like most tradi-
tional exchanges, the Amex is organized as a membership organization rather
than a private firm. This cooperative structure means that most Amex stake-
holders had little to gain if the ECM succeeded. In fact, some members of the
Amex board represented firms that also owned Nasdag market makers who
were in direct competition with the Amex.

So-called ‘junior’ markets like the ECM also suffer from an adverse selec-
tion problem. The successful firms gradunate to a listing on the senior market,
leaving behind the unsuccessful ones. The junior market thus develops a re-
putation as a place for unsuccessful firms. As part of the Amex, the ECM had
no incentive to keep firms from graduating to a regular Amex listing. This
problem was made worse for the ECM because poor screening of firms led to
some embarrassing scandals that hurt the ability of the ECM to attract new
listings.

The market mechanism chosen for the ECM, which was the same as the
regular Amex auction market, is another possible problem. Although auction
markets like the Amex generally have lower bid-ask spreads than dealer
markets such as Nasdag, the wider bid-ask spreads of a dealer market can
possibly motivate broker-dealers to promote a stock, increasing liquidity by
widening the pool of potential shareholders. However, the ECM-listed firms
enjoyed both a decrease in bid-ask spreads and an increase in their media
visibility, implying that the market mechanism alone did not lead to the
failure.

The experience of the ECM provides a natural opportunity to investigate
these questions and to take a closer look at the competition between markets for
listings. The next section presents the history of the ECM. Section 3 examines in
more detail the hypotheses regarding the failure of the ECM, and presents the
empirical results. Section 4 documents the failures of other markets in the US
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and elsewhere that have atlempted to trade very small company stocks. Sec-
tion 5 concludes and summarizes.

2. The Amex emerging company marketplace

By 1992, the Amex was in a difficult competitive position. Traditionally, new
firms first traded on the over-the-counter (OTC) market, then moved to the
Amex as they grew larger, and eventually attaining a listing on the NYSE.
However, the evolution of the OTC market into the Nasdag market, with
substantially improved quotation and trade dissemination compared to the old
OTC market, significantly reduced the relative benefits of an Amex listing. The
Amex lost significant market share in its core equity business. As a fraction of
the total share volume on the traditional exchanges (NYSE, Amex, and the
regionals), Amex market share fell from a peak of 29.6% in 1968 to 6.1% in 1991.
The number of issuing firms fell from a level of 1215in 1975 to 860 by the end of
1991. {These facts are derived from the 1992 fact books published by the Amex,
NASD, and the NYSE.)

The Amex had tried a number of ways to increase its business in the 1970s and
1980s, including a successful entry into the options business, a failed entry into
futures trading and an unsuccessful effort to trade NYSE-listed stocks. Bruchey
(1991) provides more details about this and the Amex’s entries into options
and futures trading. The Amex also scored a series of successes by listing
innovative derivative securities that the NYSE would not. Thus, it was in
character with the history of the Amex that it would contemplate starting a new
market in 1992. ; v -

Following the resignation of Amex Chairman Arthur Levitt, Jr. in 1989, the
Amex chose former congressman James Jones as its chairman. Although he
had been a public member of the Amex’s board since 1987, Jones had no
work experience in financial services. Jones, when first asked about the job,
remarked, ‘I don’t really know enough about the industry {Investment Dealers’
Digest, Nov. 18, 1991, p. 12). In addition to launching the ECM, Jones explored
plaus for a number of potential new ventures, including after-hours trading,
a satellite trading floor in Hawall, and a merger with the Philadelphia Stock
Exchange.

The ECM was similar in concept to many of the junior or ‘incubator’ markets
that had been started by the major stock exchanges in Europe to provide an
exchange market for firms too small for the senior market. The Amex also
intended to compete with Nasdaq for the listings of stocks that were too small to
qualify for the regular Amex. By listing such companies early in their develop-
ment, the Amex hoped to retain them as they grew bigger.

The Amex had three potential competitive advantages in this market segment.
First, its auction market usually produced narrower bid-ask spreads than did
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Nasdaq’s dealer market. The lower transaction costs were expected to attract
firms and investors. Second, at that time there was no last-trade reporting for
Nasdag stocks that were not part of the Nasdaq National Market, so investors
had substantially less information about prices and volumes for such stocks.
Since the Amex reported trade prices and volumes almost immediately over the
consolidated tape, this improved information should also have attracted both
listing companies and investors. Third, because of its traditional listing stan-
dards, the Amex had a reputation for listing firms of higher quality than many of
those found in the Pink Sheets or the Nasdaq stocks outside the Nasdaq
National Market.

The Amex adopted listing requirement for the ECM that were much less
stringent than for a regular Amex listing. These are illustrated in Table 1.
Not only were ECM requirements smaller in terms of stockholders’ equity
than were regular Amex requirements, ECM firms did not have to show
positive earnings. Furthermore, there was no requirement for outside direc-
tors or audit committees. Concerns about the quality of the ECM firms
were raised by the SEC and others even before the market started. Mary
Schapiro, then SEC Commissioner, observed that ‘Investors should under-
stand that these companies are subject to much lower standards than com-
panies traditionally associated with the American Exchange’ (The New York
Times, March 5, 1992, p. 01). The Amex sought to allay these concerns by
promising to screen the companies very carefully. In addition, the Amex priced
the listing fees for the ECM just slightly lower than Nasdaq’s listing fees, as seen
in Table 2.

2.1. The ECM companies

The ECM began trading on March 18, 1992 with 22 companies. The original
ECM companies were relatively small, having a median market capitalization of
$18 million and a median market price of $3.00 per share. Many of them were
high-tech firms. The companies were reportedly picked by a ‘blue ribbon’
committee of Amex members and money managers. Most of the original
companies had previously traded on what is now known as the Nasdag Small
Cap market, a lower tier of Nasdaq than the Nasdaq National Market. Six of
the firms had previously traded on the Pink Sheets, meaning that they were even
smaller and there was less trading activity in them. Pink Sheets’ quotations are
not firm; rather, they are primarily indications of interest, not commitments by
dealers to trade at a given price. One of the stocks {Intertel Communications)
had previously traded on the Vancouver Stock Exchange, an automated ex-
change known primarily for trading speculative mining stocks. Table 3 provides
summary statistics about the firms that listed on the ECM and where their
stocks traded prior to listing on the ECM. Table 10 of Appendix A contains
more details about the firms.



151

261

R. Aggarwal, J.J. Angel | Journal of Financial Economics 52 (1999} 257289

€661 ut paysignd eiep 2o] Suysy Xowy 190Inog

SUOHTW (0§ A0

SUONIW Q[ I9A0

SIBYS*60000F SOIBUS#100°0$
000°005$ 005°€1% 000°0Z3% + 001°2L9%'18 + 0052728 0005$ 000°05$ 000°01% WHWIXEIA
0657918 00S°€1$ 000°073 001°L9LS 005°07T% 000¢9% 000°05S 000°01$ 00T
060788 00S°€1S 000°0TS 00V 'LIYS 00S°LT1S 0005S 000°05% 000018 001
ov8'IvS 00S€18 000°0T8 001'Tres 005°LLS 0005$ 000°05$ 000018 0
00v'1E8 000°€IS 05Zc1$ 009bS 1S 005°25% 0005$ 000°0$S 000018 §T
00LSTS 000°01$ 05L6% 001°701% 005°LES 000S$ 005°T¥$ 000018 0l
00L's1$ 00SLS 0578 009%8% 000'5Z$ 0005$ 000°0¢$ 000018 S
00LGTS 0065% 05ss 055168 000°01% 0005% 000°07% 0009S I
WOoHd jo¥lew .
TASAN Xy bepsen ASAN XOUy Xoury jeuoneu bepsen bepsenN {suorjiur)
Fulpuesino
$O0] AdUBUIIUIRW Jenuuy 599§ mcﬁm: EEM_CO aleyyg

"T661 UT payoune| sem NOH XOWY 2U3 UDYM SIZIS ULIY Pojoajds 0] $90) S0ULUIBILIBW pUe SUNSIT 0yl SOJBASUOWOD 9(q8) sy ], Suipurisine saeys jo
I5QUINY O} U0 poseq ATfensn A1 $20] 1 1, "99] S9RUJUTEUI [ENUUE UE 0} UOLIPPE uf BUnSY [BUINT 10] 90) v sutiy Sunst 2518yo GSYN PUB ‘ISAN Xoury oy,

$09] FuMUNU0D pue LIl SAN PUe ‘bupsen ‘xowy

I 21qeL



152

R. Aggarwal, JJ. Angel | Journal of Financial Economics 52 (1999) 257-289

262

'Sa1BYS QOO°00T J0 owmioa Suipey) A[qiuow oFvIsAR YNm I9Y0501 SIOPIOYIIBYS [BIC) 0077 PABY UED UMY B ‘A[PANIRUILNY SI9P[OY 10 punoy,
‘ofqeigord sreak a1y} 18 Yiim reok urpaosid oy ur UOHII ¢'p$ JO WINWIUIL € PUE SIEIA 52JY) 58] Y} JOJ

swoout xeyaid vt wolIw ¢°9¢ jo a1edosdBe ue STAANBUIE DY L, 9[qEIY0d 2q JSTW SIBAA S01Y) T[TV 184 [eosy SuIpacaxd aYs ul UOITW §'p§ Yim S18oL 2011}
ISBY O3 JO WINS 313 JO] UOLIW §'9F JO [210} © 10 sTesk om) Fuipaoasd o431 Jo yors Joj owoout Xeioid Ul UOIJIUL (7§ 248Y 0} painbai st wly 343 “UonIppe uy,
-swmnjoa Suipes; Ajep 98viear pue prey Aprqnd sereys jo sequunu uo paseq,

's1204 [8O8Y 201U} 1S8[ JO 0Mm) Jo Jeak Jessy ise] uj,

#0002 4008~-00% 00€ 00¢ q008-00¥ 00¢ s1opioyateyg slqnd
- £$ 18 [$ 53 £$ ooud wnwruiy
— — — — k4 z sIoyEW JONIBIN
- uoljiur s Holw £°7S uofpwr 78 - - anjeA 1B
1oy ofqnd
uolur 81§ - — - uonui ¢ uorur 1§ JO onyeA 3aNIEN
0000011 000005 000°0ST 000°0ST 000°005 000°001 {sa1zys) yeoy onqng
LUOIIUL 67§ +000°0S LS - - 0000528 - AWODUL XBI3L ]
— - - — «000°00¥S - JWaoUL 1N
uoriu 81§ - - - uoyr y§ - 530552 0]q18UT] JON
- uonw »§ uoru 1§ oy Zg - uoru 7§ £y1abe s 10p1oy00lg
-_— uornpw 7§ HOYIW 3 - uonpu $§ 510858 [B10]

(bepseN uo Surpen (bepsen uo Surpeiy j0u walsks

Anussaid sowreduwioy)) Apuosaad saruedwo))) 1o3J8W

Jeuoney

HSAN xoury WO xowy bepsen bepseN

ISIXO SPIEPUE]S SANBUISIE SWOS SISH JIOY} UO UOISN[SUL PANIIUOI JO] SPIBPUEIS 1MO] SABY OS[¥ SIONIBUI [V "SJONIBW JENPIAIPUL 343 WOI] PIUIRIGO
‘T661 UL DI Xowly 2y} Jo uoneInBneut o) Jo swy 9y 12 FSAN PUE ‘xawy ‘bepseN 9y3 10] sprepuels Sunsi[ [eniur sanepussaadal suiIuos 2[qe) sy,

7661 ul siuswanmber Sunsy saneseduwod bepsen pue ‘YSAN Yowy
7 olqelL



153

R. Aggarwal, JJ. Angel [ Journal of Financial Economics 52 (1999) 257289 263

Table 3
Summary statistics on ECM firms

Panel A contains summary statistics for the 65 firms that listed on the Amex ECM between March
18, 1992 and May 11, 1995. The number of market makers in each stock before lisitng was obtained
from the NASD, Amcx, or the Pink Sheets. Panel B contains information on the source of listings for
the ECM. The original firms are the firms that listed on the ECM when it commenced operations on
March 18, 1992, and the additional firms are those firms that listed later.

Panel A: Summary statistics on the listed firms

Market Stock price Number of
capitalization pre-ECM
(millions) market makers
Mcan $28.8 $4.34 9.61
Median $15.1 $3.38 8.00
Standard deviation $38.8 $3.17 6.57
Minimum $3.0 $0.69 1
Maximuam $253.7 $15.19 30
Numbers of firms 65 65 46
Panel B: Sources of ECM listings
Prior market Original Additional Total firms
firms firms
Nasdag - not national market 15 (68.2%) 11 (25.6%) 26 (40.0%)
Pink sheets/Nasdaq Bulletin Board 6 {27.3%) 15 (34.9%) 21 (32.3%)
No previous market 0 (0.0%) 5{11.6%) 5{7.7%)
Vancouver stock exchange 1 (4.5%) 3(7.0%) 4(6.2%
Initial public offering 0 (0.0%) 3 (7. 0%} 3 {4.6%)
Spinoff 0 (0.0%) 3(70 3 (4.6%}
London stock exchange 0 (0.0%) I {2 3% 1{1.5%)
Pacific stock cxchange 0 (0.0%) 1(2.3%) 1{1.5%)
Toronto stock exchange 0 (0.0%) 1(2.3%) o 1{1.5%)
Total 22 (100%) 43 (100%) 65 (100%)

As time progressed, the ECM listed smaller firms and firms that had been
delisted from Nasdaq. Few of the additional listings came from the Nasdaq
Small Cap market. Most came from the Pink Sheets or elsewhere. Five of the
firms were private firms that had no public market for their stocks, not even in
the Pink Sheets.

The Amex used the same market mechanism for the ECM stocks as for the
regular Amex stocks. Eleven different specialist firms handled the trading in
the original ECM stocks along with their regular stocks at various posts on the
Amex trading floor. Although in general the ECM stocks traded like regular
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Amex stocks, there were a few differences. The ticker symbols for ECM stocks
carried the suffix ‘BC’, which made it difficult for some brokers to access
information about the firms on their computer systems. Furthermore,
ECM-listed stocks were not automatically marginable like regular Amex-listed
stocks.

Another difference between the regular Amex and the ECM was that, unlike
regular Amex-listed firms, ECM firms were not automatically exempt from the
SEC’s penny stock disclosure rules. SEC Rules 15g1-15g6, which generally
require that brokers selling unlisted stocks with a price less than $5.00 per share
must provide additional written disclosures to customers about the risks of such
stocks. This meant that brokerage firms would incur additional compliance
costs and paperwork in determining which ECM firms were covered by the
penny stock disclosure rules, making it less hikely that the firms would want to
bother promoting ECM-listed firms. Seguin and Smoller (1997) address the
trading and risks involved in penny stocks.

2.2, Scandals and embarrassments

Almost immediately after the ECM started, questions arose about the care
with which the Amex had screened the ECM firms. Business Week (April 13,
1992, p. 78) and The Wall Street Journal (July 2, 1992, p. Al) reported that the
controlling shareholder of one ECM-listed firm, PNF, a maker of flame
retardants, had previously been barred for life by the Amex and was a convicted
arsonist. Other scandals also beset the market. In May 1993, the SEC tempor-
arily suspended trading in Digitran, the first ECM firm to graduate to the
regular Amex, in May 1993 pending an investigation of the firm’s accounting
methods. Later, Business Week (Sept. 12, 1994, p. 80) reported that the CEO of
Printron had been sued twice by the SEC for securities violations — once as
a man and once as a woman — and had not revealed this information to the
Amex.

Perhaps even more embarrassing than the scandals, two of the original ECM
firms, North Coast Energy and Ocean Optique, voluntarily returned to trading
on Nasdag. Ken Gordon, the CFO of Ocean Optique, stated, “We were almost
illiquid on the Amex, and would sometimes go an entire week without trading’
(Securities Week, Nov. 23, 1992, p. 4).

This U.S. General Accounting Office delivered more bad news in 1994, find-
ing ‘weaknesses in Amex’s practices of assessing companies’ qualifications
for Marketplace listings’ (Report # GAO/GGD 94-72). Specifically, the
Amex had not screened the carly firms thoroughly, although it later im-
proved its screening process. The report also found that the Amex’s reliance
on qualitative listing factors, such as the companies’ prospects, was
potentially misleading to investors who were expecting tougher listing
standards.
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2.3. Closure

Throughout the life of the ECM, new listings replaced some of the firms that
left, so the total number of ECM listings stayed relatively stable. Nonetheless, by
the end of 1992, there were only 28 companies on the ECM, far below the 50 that
Amex officials had envisioned. The number fell to 22 by the end of 1993. Some
smaller firms joined the ECM in 1994, bringing the number of listings to 35 and
the median market capitalization from its original $18.4 million down to $6.8
million. Several of the later listings on the ECM were ‘fallen angels’, companies
that had been delisted from Nasdaq and then traded in the Pink Sheets. In
August 1993, Jones, who had personally championed the ECM, resigned as
chairman of the Amex to become the US ambassador to Mexico. He was
replaced in 1994 by Richard Syron, who had been president of the Federal
Reserve Bank of Boston. Syron stopped actively marketing the ECM pending
a review, and the Amex announced the closure of the market on May 11, 1995.
After the closure, the remaining ECM f{irms were permitted to continue trading
on the ECM. Many of them moved up to the regular Amex list as soon as they
met the listing standards, although as of this writing several of them are still
trading as ECM stocks. ,

During its life, the ECM listed a total of 65 firms. Table 4 contains informa-
tion about the status of the firms after the ECM closed. As of June 1997, 29 of
those 65 firms had graduated to a primary Amex listing, and 15 were still on the
ECM. Eight of the firms had voluntarily switched to Nasdag, and 11 were
delisted by the Amex for failing to meet listing requirements. One stock was
histed in Toronto and one other on the NYSE.

Table 4
Primary listing status of ECM-listed firms, May 1995 and June 1997

This table presents the primary listing status of the 65 firms that listed on the ECM as of the May
1995 announcement of the closure of the market and also as of June 1997, ‘Delisted’ refers to firms
that were removed from the Amex for failure to meet Amex listing requircments or whose trading
was suspended by the Amex. Nasdaq refers to firms that switched voluntarily to Nasdaq.

Primary listing of firm Status as of May 1995 ' Status as of June 1997
number of firms number of firms

Amex ECM 32 (49.2%) 15 (23.1%)

Amex (regular) 19 (29.2%) 29 (44.6%)

Delisted 7{10.8%) 11 {16.9%)

Nasdaq 5(7.7%) 8 (12.3%)

NYSE 1 {1.5%) 1{1.5%)

Toronto 1 {1.5%) 1{1.5%)

Total 65 (100%) 65 (100%)
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3. Hypotheses regarding the failure of the ECM
3.1. Governance structure of the Amex and the ECM

The governance structure of the Amex might have contributed to the failure of
the ECM because important Amex constituencies had little to gain from the
ECM. Like most traditional stock exchanges, the Amex is organized as a not-
for-profit membership organization. As Hart and Moore (1995) eloquently point
out, this cooperative organization can lead to serious inefficiencies. Whereas an
investor-owned firm has the clear objective of maximizing shareholder value, the
members of a cooperative have divergent interests. Members buy seats on the
Amex in order to make money by executing trades for themselves or for their
customers on the Amex. The members are more concerned with earnings from
their trading operations than they are with maximizing the value of an Amex
membership.

It is interesting to note that none of the successful entrants into the U.S. equity
market in recent years have been organized as cooperatives. Electronic trading
networks such as POSIT and Tostinet are for-profit ventures. Furthermore,
several exchanges, including Amsterdam, Australia, Milan, and Stockholm,
have converted or are in the process of converting from cooperative ownership
fo limited liability companies.

Euroquote, an earlier attempt 1o start a pan-European trading system, high-
lights some of the problems cooperative organizations face when attempting to
launch new ventures (see Clarkson, 1990; Financial Times, Mar 13, 1991,
p. 34 and Sept. 24, 1991, p. 25). The Federation of European Stock Exchanges
sought to make it possible for its member stock exchanges to share prices and
quotations. In its first phase, Euroquote would have provided only price
information, but the long-term goal was to become an integrated European
trading mechanism. Euroquote would have allowed the member markets to
compete with one another in a manner similar to the competition between
market makers on Nasdaq. However, the system was scuttied prior to launching
because several member exchanges felt their individual interests were threatened
by it.

Apparently few, if any, Amex stakeholders had a stake in the ECM. As the
CEO of one ECM-listed firm {who requested anonymity) bluntly put it, “There
was no constituency inside the exchange [for the ECMT. Clearly, the Amex
officials who had championed the ECM, such as its chairman, James Jones, had
a reputational stake in its success. However, the other constituencies had little to
gain from the ECM. Some of the existing Amex-listed companies were con-
cerned that the new segment with its lower listing standards would damage the
reputation of Amex-listed firms (Investment Dealer’s Digest, Nov. 18, 1991,
p. 12). Even if the ECM had succeeded, it would not have benefited the options
traders, because the Amex trades options mostly on non-Amex stocks.
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Although the Amex specialists would have benefited had the ECM resulted in
more high-volume regular Amex listings, conversations with some Amex
specialists indicate that they were not too interested in the ECM firms themsel-
ves. The low potential trading volumes of the tiny ECM firms meant that they
had little immediate profit potential (Hasbrouck and Sofianos (1993) report that
NYSE specialists earn substantially lower profits per trade on less frequently
traded stocks). Because the specialists were already trading the regular Amex
stocks, they did not give the ECM firms much attention. However, some
specialists strongly supported the ECM because they viewed it as providing the
listings of the future.

The retail brokerage firms that route orders to the Amex should not have
been particularly concerned over whether a stock traded on the ECM, the
regular Amex, or the NYSE. They would have earned the same commission
regardless of where a trade executed. However, Amex member firms that also
owned Nasdaq broker—dealers stood to gain from the failure of the ECM,
because their affiliated market makers could earn more money from Nasdag’s
traditionally wider bid-ask spreads.

The composition of the Amex’s 25-member Board of Governors in 1992
reflects the diverse interests of the membership. The Amex, like the NYSE
and the NASD, is required to have public board members. There were 12
board members who represented the public, including former Federal Reserve
Chairman Paul Volcker and Princeton University Professor Burton Malkiel.
Several of these public board members were affiliated with the larger Amex-
listed firms. The remainder of the board positions were split between
specialist firms, floor brokers, and brokerage firms. Six of the Amex governors
represented firms that were also affiliated with Nasdaq market makers, in-
cluding Mernll Lynch, Smith Barney, Prudential, and Nomura. Thus, the
potential supporters of the ECM among the floor traders and specialists were in
a minority on the board and unable to save the ECM when the board was
deciding its fate.

One example of how this cooperative governance hurt the ECM was in the
screening of ECM firms. Some of the poor quality firms that hurt the ECM’s
reputation were introduced by members of the exchange, and thus received less
than appropriate scrutiny. Another example is the response of the Amex to the
concerns of the larger listed firms, represented by ‘public’ members of the board,
that the ECM would hurt the reputation of the larger firms. Thus, the Amex
took several steps to differentiate the ECM firms from the regular Amex-listed
firms, such as adding the problematic ‘EC’ suffix to the ticker symbol of ECM
firms.

In addition, because the Amex had designed the ECM to generate more
listings for the regular Amex, there was no incentive for the ECM to discourage
firms from moving up to the main list. Indeed, conversations with executives of
ECM-listed firms indicate that the Amex encouraged the firms to move to the
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main list as soon as they qualified. An independent market like Nasdag com-
petes aggressively to keep its listed firms from moving to another market. This
accentuated the adverse selection problem described below.

3.2. Adverse selection

The ECM, like other junior markets, suffered from an adverse selection
problem. By definition, such markets target firms that are too small for the
sentor market. Some of the firms do well and graduate to the senior market. The
firms that do not do well remain behind in the junior market. Thus, the junior
market must constantly list new firms or face a drop in listings. For example, of
the 28 firms on the ECM at the end of 1992, 16 (57.1%) were gone by the end of
1993.

If anything such as an economic recession, a market downturn, or a scandal
disrupts the flow of new listings, the junior market will comprise only the less
successful firms, damaging its reputation. The declining number of listings and
an unsuccessful reputation further deters new firms from listing in the junior
market, setting up a vicious circle of decline. The poor screening by the Amex
made this problem even worse. The scandals created a reputation for the ECM
as a collection of poorly screened firms, further deterring other firms from
considering a listing.

3.2.1. Stock market performance of ECM firms .

The adverse selection hypothesis implies that successful firms would quickly
move on to the regular Amex and that the less successful firms would spend
more time on. the ECM. This was indeed the case. To investigate this, we
examine the stock market performance of the ECM firms during the time they
were listed on the ECM. Overall, many of the ECM-listed stocks performed
poorly, as indicated by the 11 delistings out of the 65 stocks. To examine
aggregate performance of the ECM stocks, we calculate returns on a value-
weighted portfolio of firms that listed on the ECM during the time period that
they were on the ECM. We compare the performance of this ECM portfolio
with the Nasdaq Composite Index and with a control portiolio made up of 65
size- and industry-matched firms. We use a group of control firms as a bench-
mark in light of Barber and Lyon’s (1997) finding that control firms generally
provide less biased estimates of long-term abnormal returns. (Results for a var-
tety of different benchmarks were quite similar and are omitted for brevity.) The
control firms are selected from the Center for Research in Security Prices
database by matching each ECM firm with the Nasdag-listed firm in the same
two-digit SIC code that was closest in market capitalization to the ECM firm.
A firm is included in the control firm portfolio only during the time its matching
ECM firm is in the ECM. For comparison, we set each portfolio only during the
time its matching ECM firm is in the ECM. For comparison, we set each
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Fig. 1. This figures presents a time series of a value-weighted index of the cumulative buy-and-hold
returns of the 65 stocks that were members of the Amex BCM during their tenure on the ECM
compared with the cumulative buy-and-hold returns for the Nasdag Compositc Index and with
a value-weighted index of 65 size- and industry-matched controls. The index values for March 17,
1992 arc set to 100.

portfolio to a starting value of 100 as of the close of the first day of trading on the
ECM (March 17, 1992). Fig. 1 shows that the returns on the ECM portfolio fall
by about 40% during the life of the ECM, while the returns on the control
portiolio fall about 20% and the Nasdaq Composite Index increases almost
40%. Of the 65 ECM firms, 39 decline in value during their tenure on the ECM,
25 increase in value, and one is unchanged.

In Table 5, we compare the cumulative buy-and-hold returns of the individual
firms during the periods that they were listed on the ECM with the returns on
the twe different benchmark portfolios, the Nasdag Composite Index and the
control firms benchmark. In the spirit of Barber and Lyon (1997), we examine
the buy-and-hold-abnormal return (BHAR,,) for stock i over the period 7 for
which it was listed on the ECM, which we compute as follows:

T

BHAR;. = [ [1 -+ Ri] — || [1 + E®Ra)]~ 1, 1)

t=1 ==
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Table §
Stock market performance of ECM listed firms

This table presents the stock market performance of the 65 firms that listed on the Amex ECM from
the time that the firms listed on the ECM until the earlier of the time that the firms left the ECM or
the ECM closed in May 1995. Performance is presented for the cumulative buy-and-hold return, and
also for cumulative buy-and-hold abnormal returns relative to the size- and industry-matched
control firms described in the text, as well as for market model adjusted returns using the Nasdaqg
Composite Index as a benchmark. The p-value is for the hypothesis that the probability of a negative
return is greater than the null hypothesis of a 50% probability.

Time listed on ECM Overall

Less than 200-300 More than

200 days days 300 days
Number of firms 16 23 26 65
Mecan 21.5% 10.0% — 23.9% 0.7%
{-stat) (1.24) (0.52) {— 1.80) (~—0.08)
Median 12.8% — 10.6% — 38.1% -~ 16.8%
% negative 31.3% 60.9% 76.9% 60.0%
{p-value) (0.993} (0.149) (0.003) {0.053)

Cumulative buy-and-hold abnormal return (Control firms benchmark)

Mean 22.5% 26% ~— 19.5% — 1.4%
{t-stat) (1.15) {0.16) (- 1.44) {—0.15)

Median 11.0% -~ 142% —39.5% ~19.3%
% ncgative 37.5% 65.2% 76.9% 63.1%
{p-valuc) {0.934) (0.072) {0.003) (0.018)
Cumulative buy-and-hold abnormal return (Nasdag Composite Index benchmark}

Mean 204% 6.0% —270% - 3.6%
{t-stat) (1.0% 0.34) (219 (~0.39)

Median 10.0% — 142% —354% - 21.1%
Y% negative 31.3% 60.9% 80.8% 61.5%

(p-value) (©.934) {0.149) ©.001) (0.031)

where R;, is the return for stock i during period t and E(R,) it given by the
benchmark return. The mean BHAR is not significantly different from zero for
both benchmarks. However, the median firm’s BHAR is significantly negative
for both benchmarks; the median ECM firm suffers a decline of 19.3% com-
pared with the control firms.

Furthermore, the adverse selection effect is apparent in Table 5, which also
displays the results by length of tenure on the ECM. Firms that remain on the
ECM for under 200 days perform better than the control firm portfolio, with
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a mean and median BHAR of 22.5% and 11.0%, respectively. The mean returns
are not significant. Only 37.5% of these firms have negative cumulative abnor-
mal buy-and-hold-returns relative to the control firms benchmark. The firms
that stay on the ECM longer than 300 days suffer a median BHAR of — 39.5%,
and 76.9% of them have negative BHARs. Once again, the mean returns were
generally insignificant.

This poor stock price performance is indicative of the low quality of the ECM
firms and of the adverse selection problem faced by the ECM, in which the good
firms graduate as soon as they can, leaving only the weaker firms behind. The
ECM itself it not responsible for the price performance of the firms; such firms
would have suffered price drops on whatever market they traded.

Although many of the ECM-listed stocks perform poorly, a lew do quite well.
Spectrum Signal Processing, Media Logic, and Colonial Data Technologies all
tripled in value while they were listed on the ECM. Yet two of these winners,
Colonial Data Technologies and Spectrum Signal Processing, voluntarily
switched to Nasdagq, further damaging the image of the ECM.

3.3. Market mechanism

The auction market mechanism of the ECM is another possible factor in its
failure, because small firms in the United States have traditionally chosen to be
traded in a dealer market. For example, the majority of the small firms that meet
the listing requirements of the Amex and the regional exchanges have to choose
a dealer market. For example, as of July 1997, 1328 firms with a market
capitalization of less than $100 million in the Compustat PC-Plus database
meet the Amex histing requirements for stockholders’ equity, pretax income,
shares outstanding, market capitalization, and price. Of these firms, 1066
(80.3%) are listed on Nasdagq, 77 (5.8%) on the NYSE, and 185(13.9%) are listed
on the Amex. This preference for dealer markets potentially did not help attract
listings to the ECM, because the Amex used the same auction market mecha-
nism for the ECM as it did for its main stocks.

An auction market like the Amex generally produces narrower bid-ask
spreads than dealer markets by consolidating trading activity in one location

! One potential problem that could bias these tests would be a high degree of correlation (e.g., an
‘ECM factor’y among the ECM stocks. To check for this, we calculate the Pearson correlation
cocficient among all possible pairs of ECM stock returns during the time they were listed on the
ECM, as well as the correlations among all possible pairs of controls. The mean correlation
among the ECM stocks is only 0.008 with a median of 0.003, compared with a mean correlation
among the pairs of controls of 0.004 with a median of 0.005. The 10th and 90th percentiles for the
ECM firms are — 0.10 and 0.12, and the 10th and 90th pereentiles for the controls are — 0.10 and
0.11. We thus do not think that there is a serious correlation bias affecting the stock returns of the
ECM firms.
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under the oversight of a single specialist who also acts as a dealer.? The wider
Nasdaq bid-ask spreads have led to much criticism of Nasdaq, inclading
allegations of oligopolistic behavior and price fixing {Forbes, Aug. 16, 1993,
pp. 74-79; Christie and Schultz, 1994).> But differences in spreads are not
necessarily evidence that one type of market mechanism is inherently better than
another. In addition to the bid-ask spread, there is also the issue of ‘sponsor-
ship’, or the marketing efforts of some broker-dealers on behalf of the stocks
they cover. Many Nasdaqg market makers publish security research about the
stocks in which they make markets. This increases the information available to
investors. Furthermore, Nasdaq broker—dealer firms have a double incentive to
promote trading activity in the stocks in which they make markets, because they
earn both commission revenue and dealer trading profits on orders that they
generate. Some broker—dealers pass this incentive on to their registered repre-
sentatives by allowing them to keep a higher fraction of the gross commissions
on such stocks (Morgenson, 1993). In contrast, Amex Rule 190 prohibits its
specialists from promoting their stocks.

It is not clear a priori which type of market mechanism should provide the
lowest cost of capital for a firm. Recent theoretical work by Lipson (1997) and
Aggarwal and Angel (1998) supports the notion that the smallest firms would
prefer a dealer market and the larger firms an auction market. A dealer market
generally has higher bid-ask spreads, which would be expected to increase the
cost of capital in the spirit of Amihud and Mendelson (1986). Yet the higher
spreads give dealers more incentive to make a market in a given stock. Multiple
dealers may devote more capital to the market-making process than a monopol-
ist specialist, which should help make the stock more liquid.* Furthermore, the
higher spreads give dealers more incentive to provide security research and
inform investors about a stock. This effect increases the number of investors who
‘know about’ the stock in the sense of Merton (1987), which leads to a lower cost
of capital. Thus, a small firm might rationally choose a higher-transaction-cost

* Numerous studies investigate differences between dealer and auction markets. Sec Ule (1937),
Van Horne {1970}, Ying ct al. (1977), Sanger and McConncll {1986), McConnell and Sanger (1987},
Christic and Huang (1993), Kadlec and McConnell (1994), Dharan and Ikenberry (1995), Huang and
Stoll {1996), and Clyde et al. (1998) for a sample of the work on differences across exchanges.

*For more on the alleged Nasdag collulsion, see Barclay (1997), Bessembinder (1997), Demsetz
(1997), Harris and Schultz (1997), LaPlante and Muscarella (1997), and Kandel and Marx (1997).

*However, to the extent that net capital requirements have any relation to the capital employed,
an exchange can require its specialists to maintain higher capital levels, although it cannot compel
them to usc the additional capital to take larger positions. For example, NYSE Rule 104.20 requires
a specialist to be able to assume a position of 150 round lots of a given stock, and to maintain
sufficient net capital equal to 25% of this position requirement. Thus; a $30 stock adds $112,500 to
the NYSE specialist’s net capital requirement. Under SEC Rule 15¢3-1, each stock over $5 adds only
$2,500 to a Nasdaq market maker’s net capital requirements, up to a total requirement $1,000,000.
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market if that market provides additional marketing services for its stock. This
is similar to a manufacturer who chooses a high-cost boutique as a channel of
distribution because it provides marketing support that a low-cost mass mer-
chandiser might too.

Even though some small firms might prefer a dealer market, it does not follow
that this is the preference for all small firms. Whether the potential for increased
vestor interest provided by a dealer market is offset by its higher transaction
costs is likely to differ from company to company. For some firms, the added
marketing from Nasdaq broker-dealers might not be worth the higher transac-
tion costs. Other firms might believe that the reputation effect of an Amex listing
would increase the pool of potential investors more than would the marketing
efforts of Nasdag broker—dealers. Thus, it is likely that some small firms would
be interested in an auction market. Indeed, choosing a different market mecha-
pism from Nasdaq could have been a viable way to differentiate the ECM
product and reach a niche of small firms that did not necessarily prefer a dealer
market.

The hypothesis that the market mechanism contributed to the failure of the
ECM contains several empirical implications. As discussed above, there are two
dimensions of market quality that affect the decision regarding where to list.
One dimension is that of transaction costs, which we measure with the bid-ask
spread.® The ECM resulted in significant reductions in bid-ask spreads. The
other dimension is the number of investors familiar with the firm, which we
measure indirectly by looking at total trading volume and media visibility.
Results on average daily trading volume are mixed, but showed a trend toward
an increase in trading volume. Media visibility generally increases for the
ECM-listed firms compared with a set of size- and industry-matched controls.
Thus, the ECM seems to improve market quality on both dimensions, casting
doubt on the hypothesis that the market mechanism alone caused the failure.
The following subsections present these empirical results,

3.3.1. Effect of ECM listing on bid-ask spreads

We obtain data on price, volume, and bid-ask spreads from the Amex, the
NASD, the Vancouver Stock Exchange, Dow Jones News Retrieval, and the
Pink Sheets for 1992 published by the National Quotation Bureau. Bid-ask
spread and volume data are not available for firms that were not publicly traded
before they joined the ECM (such as initial public offerings and spinoffs).
Volume data also are generally not available for firms that traded in the Pink
Sheets. Consistent with the findings of Christie and Huang (1993) and Huang
and Stoll (1996), our sample shows a significant drop in the average bid-ask

*See Ule (1937), Van Horne (1970), Ying ct al. (1977), Sanger and McConncll (1986), and
McConnell and Sanger (1987) for a sample of the work on exchange listings.
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Table 6
Effect of ECM listing on bid-ask spreads

This table presents the effect of ECM listing on the quoted closing bid-ask spreads for a sample of 49
ECM firms for which bid~ask spread data arc available both before and after listing. Bid-ask
spreads before listing are calculated for those firms that were traded on the Nasdaq Small Cap for
the month prior to listing. For stocks that traded in the Pink Sheets, the week prior to the ECM
listing date is used. Bid-ask spreads after listing are calculated for the month following the listing
date. Data arc obtained from the NASD, Amex, Vancouver Stock Exchange, and the Pink Sheets.

ECM firms

Dollar bid-ask spreads Percentage bid-ask spreads

Before  After Differcace  Before  After Difference

listing  listing listing  listing

Median 0.375 0.160 - 0.210 14.1% 49% ~1.9%
Mean 0.411 0.168 - 0.244 15.2% 6.2% —~89%
Standard error of the mean 0.039 0008 0.035 1.5% 0.8% 1.3%
Minimum - 0034 0082 — 1.068 1.9% 16% —~49.7%
Maximum 1.30 0.344 0.078 54.6%  32.0% 4.5%
Number of increases 5 S
Number of decreases 44 43
Number unchanged ¢ 0
t-statistic of mean difference — 690 - 6.63
Sign test p-value 0.000 0.000
Wilcoxon signed rank test 0.000 0.000

p-value

spread for the 49 ECM firms for which before and after bid-ask spread data are
available. As seen in Table 6, the percentage bid-ask spread falls for 43 of the 49
firms, from an average of 15.2% before listing to 6.2% after listing, a decline
of 59%.

Intertel Communications, which had previously traded on the Vancouver
Stock Exchange, saw its spread rise from 1.9% to 3.9%. Part of this increase
might be attributable to the tick size used in Vancouver, where the minimum
price variation is one Canadian cent. On the Amex, the minimum tick size for
a stock in this price range is 1/16, or $0.0625. The five other firms whose spreads
increase generally have a larger number of market makers prior to listing than
do the other ECM firms. The mean number of market makers for this group is
18.8 with a median of 18, compared with a mean of 8.5 and a median of eight for
the other ECM firms.

3.3.2. Effect of ECM listing on average daily trading volume
Another natural measure of liquidity, average daily trading volume, shows
mixed results. Table 7 shows the results on average daily trading volume for the



165

R. Aggarwal, J.J. Angel [ Journal of Financial Economics 52 (1999) 257289 275

Table 7
Effect of ECM listing on average daily trading volume

This table presents information on the trading volumc for the 35 firms that listed on the Amex ECM
for which before and after trading volume are available. Trading volume data prior to listing are
unavailable for firms that were IPOs, spinoffs, had no public market, or were traded on the Pink
Sheets. Statistics are also presented for 35 Nasdaq control firms that were matched to teh ECM firms
by two-digit SIC code and market capitalization at time of listing. Data are from the Amex,
Bloomberg, FactSet Research Systems, and the NASD.

ECM firms Industry-and size-matched
controls

Benchmark Benchmark

Prior year Year to date Prior year Year to date

Average daily volume before listing date

Median 4577 10,894 14,737 14,678
Mean 15,873 22,829 44,362 56,726
(Standard deviation) {22,686) (27,768) (82,659) {135,327

Average daily volume after listing date

Median 7411 11,838

Mean 14,465 (37,704
(Standar deviation) (18,030) (73,440)
Median percentage increase  101.64% —22.14% —9.26% —2391%
Number of firms with 21 14 13 2
higher volume

Number of firms with lower 14 21 22 33
volume

Difference in mean before - 1372 — 8364 — 6658 ~ 63,384
and after listing {f-statisticy  { — 0.36) {— 2.00) {— 1.26) {— 256}
Sign test (Median 0.1553 — 08123 0.9552 1.00
percentage increase > 0)

p-value

Wilcoxon signed-rank 0.003 0.810 0.725 0.948

test (Median percentage
increase > 0) p-value

35 ECM firms for which before and after volume data are available, along with
the results for their controls. We compare the average daily volume for the firms
during their life on the ECM with their average daily volume in the calendar
year prior to listing and the year-to-date volume prior to listing. Compared
with the full calender year prior to listing, average daily volume after listing on
the ECM increases for 21 firms and decreases for 14 firms. Median average
daily trading volume increases significantly from 4577 to 7411 shares per day
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although the mean decreases insignificantly. The median firm’s volume increases
by 101.6%.

However, if we use the year-to-date period just prior to listing as the bench-
mark, then volume increases for only 14 firms and declines for 21 {irms, and the
median falls from 10,894 to 7411 shares per day. Volume for the median firm
decreases by 22.1%. Table 7 shows that the average daily trading volume
generally declines for the control firms for both benchmarks. Caution should be
used in interpreting these trading volume numbers because the double counting
of trades by Nasdaq creates an upward bias in reported Nasdaq volume
compared with the Amex.®

3.3.3. Effect of ECM listing on media coverage

Because exchange membership can provide additional visibility for a firm, it
can lead to more media coverage. This media coverage can in turn increase the
pool of investors who ‘know about’ a firm in the sense of Merton (1987), and
thus increase its liquidity. To investigate this, we examine the number of media
reports, including news wires and newspaper stories, disseminated about these
firms. We collect media reports on the firms for one year before and after their
ECM listing date from the ALLNWS file on Lexis/Nexis to determine whether
ECM listing is followed by an increase in media coverage. We exclude stories
about the ECM listing itself, duplicate records, and PR wires that are issued by
the firm. If ECM listing increases the visibility of the firms, then we would expect
an increase in news stories. On the other hand, with less of a dealer network to
promote the stock, we would expect a decrease in news stories. Because the
changes in visibility could be gradual, we examine three-month, six-month,
nine-month, and one year windows around the listing date. We also examine
changes in news coverage for the industry and size-matched Nasdag-traded
control firms as described above.

Table 8 shows that the number of news stories increases slightly but insignific-
antly when comparing the three months prior to listing with the three months
after. The same is true in comparing the six months before with the six months
after listing. However, news coverage is significantly higher in the nine-month
and one-year windows. For the 12 months before and after ECM listing, the

®On a quote-driven market such as the Amex, a large number of transactions are directly between
the buyer and the seller; such trades and their attendant volume will be reported only once. The
Amex reports in its 1992 Fact Book thatin 1991 its specialists participated in only 11.2% of the total
transactions in the market. In a dealer market such as Nasdag, the dealers act as intermediaries, and
can buy shares from a dealer, who later sclls the shares to the natural counterparty. Such a irade
would be reported as two trades on Nasdag; if the buyer had purchased directly from the natural
couterparty on the Amex, only one trade would have been reported. Amex volume is, however,
increased for trades in which the specialist participates. See Gould and Kleidon {1994) for an analysis
of Nasdaq trading volume.
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median number of stories about the ECM-listed firms increased from 15 to 28;
51 of the 65 firms have increases in the number of stories. In contrast, the control
firms do not see significant increases in news coverage, and in fact the majority
(35) of the controls actually have fewer news stories in the year after listing. Thus,
listing on the ECM is associated with an increase in media coverage for the
ECM-listed firms.

3.4. Opinions of senior management of ECM-listed firms

We also undertook field research to learn more about the ECM from the
perspective of the ECM-listed firms themselves. We interviewed senior
officials from BECM-listed firms who were personally involved with or highly
knowledgeable about the original decision to list on the ECM, most of whom
were CEOs or CFQs. Because of personnel turnover and the disappearance
of some ECM firms, we were unable to locate such officials at all the ECM
firms. Table 9 provides summary information about the interviews with 37 of the
65 firms.

In general, the officials indicate that they were satisfied with their experiences
on the Amex, and most {88.6%) of them would have made the same decision if
they had it to do it over again. This is strong evidence against the notion that the
Amex alienated its listed companies, Indeed, many of the officials report that
their firms had unsatisfactory experiences with Nasdaq before they listed on the
Amex ECM.

One very important finding from the survey is that the majority (71.4%) state
that they would have sought an Amex listing anyway once they qualified, even if
the Amex had not started the ECM. This response indicates that the ECM was
attracting few firms to the Amex that would not have eventually chosen the
Amex anyway. Indeed, several of the firms joined the ECM after the Amex
stopped actively marketing it because those firms wanted to be on the Amex.
Thus, the ECM was reductant in that it did not atiract many listings beyond the
firms that would eventually have come to the Amex anyway.

During the interviews, the officials freely volunteered many insights into why
they listed on the Amex and on the strengths and weaknesses of the ECM. They
mentioned repeatedly that lower spreads and more visibility on the ECM were
important reasons for listing. Some firms were very pleased with the various
investor relations programs offered by the Amex to introduce them to potential
investors, For some a contributing factor was to have a listing in the newspaper
every day, because many newspapers do not carry quotes for Nasdaq Small Cap
stocks. One CEOQ felt that an Amex listing had more visibility to Europeans than
a Nasdag Small Cap listing, and this visibility was important for raising
additional financing.

Many of the officials express a strong belief in the auction market. They think
that the auction market is the ‘right’ way to conduct a stock market. Several
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Table 9
Opinions of scnior management of ECM-listed firms

This table summarizes the results of personal interviews with senior officials of 37 ECM-listed firms
regarding their expericnces with the ECM. We attempted to interview officials who were personally
involved with, or highly knowledgeable about, the decision to list on the ECM. During the
interviews, the officials were asked the questions listed here. The officials also provided additional
unstructurced comments and insights discussed eclsewhere in the paper.

Title Number of firms responding
Chairman, President, IOC, COO 11429.7%)

CFO 21 (56.8%)

Investor Relations 2 {5.4%)

Corporate Secretary or EVP 3(8.1%)

Total 37 (100%)

Firm listing status as of June 1997

Amex {regular} 19 {51.4%)

ECM 13 (35.1%)

Declisted 3 (8.1%)

Nasdaq 1(2.7%)

NYSE 1{2.7%)

Total 37 (100%)

“Were you personally involved with the listing decision?”

Yes No Total

30 {81.1%) 7 (18.9%) 37 {100%)

“Did you think that the ECM would provide more visibility for the firm than Nasdaq?”
Yes No Not sure Total
21 (67.7%) 7 (22.6%) 3(9.7%) 31 (100%%)

“If the Amex did not have the ECM, did you think that the firm would have cventually listed anyway
on the Amex?”

Yes No Not sure Total

25 (71.4%) 3 (8.6%) 7 (20.0%]) 35 (100%)
“If you had it to do over again, do you think you would make the samc decision?”

Yes No Not sure Total

31 {88.6%) 2(5.7%) 2 {5.7%} 35 (100%)
“Were you satisficd with the expericnce of your stock on the Amex?”

Yes No Not sure Total

32 (88.9%) 3(8.3%) 1(2.8%) 36 (100%)

firms heard presentations from both the Nasdaq and the Amex and liked the
Amex presentation better. They found that ‘Amex did a better job at selling’.
Other executives believe that the Amex provides better protection against short
sellers because at that time there was no uptick rule on Nasdaq. This is
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consistent with the notion that the Amex is attractive to firms that prefer an
auction market but are too small for the NYSE.

Some firms felt that they had ‘no choice’ but to list on the ECM. They had
been delisted from the Nasdaq National Market due to financial difficulties, yet
they wanted a national marketplace for their stock. Because they were too small
to qualify for a regular Amex listing, the ECM was the only national market-
place open to them other than the Pink Sheets.

However, not all of the executives were totally satisfied. As one official
put it, *...the ECM was a good idea that was poorly executed. The two
main problems with the execution were the poor screening and that it was
oversold as a market’. One executive felt that ‘Amex specialists move the
stock price too far sometimes on small volume’ but was overall very satisfied
with the ECM.

Some of the firms that were no longer on the Amex report that they were
unhappy with the loss of support from retail brokers when they moved to the
Amex. One CEO states that he was ‘dumfounded’ by the reaction of the retail
brokerage firms: ‘As soon as we did that [switched to the ECM], we lost the
interest of a lot of retail brokers. They all felt they needed the extra spread to
make some money on the stock. They lost interest in us because they couldn’t
make the hidden commission’. Another official indicates that his firm switched
back to Nasdaq for three reasons: they wanted more research coverage, the
firm’s peer companies were on Nasdaq, and there was a ‘negative prestige’ about
Amex.

4. Other markets for small company stocks

The failure of the Amex ECM is not surprising when viewed in the historical
context of the failures of other stock markets for very small companies. This
section discusses attempts in the US and elsewhere to start public equity
markets for small stocks.

4.1. The U.S. experience

In the 19th century there were literally dozens of stock exchanges in the U.S.
Virtually every major city had a stock exchange of one kind or another. These
local exchanges executed orders for local residents in national stocks, and also
provided a secondary market for the stocks of local companies, As communica-
tions improved, the secondary market for large companies gradually con-
solidated at the NYSE. This left smaller companies that did not meet the listing
requirements of the NYSE or the Amex with a choice between the OTC market
or the regional exchanges, most of which operated specialist auction markets
similar to the NYSE. Walter (1957) notes that, by the 1950s most small



171

R. Aggarwal, JJ. Angel | Journal of Financial Economics 52 (1999) 257-289 281

companies that met the listing standards of the regional exchanges chose to be
traded in the OTC market. Most of the local exchanges died.

The surviving regionals continue to list small stocks that do not meet Amex or
NYSE listing requirements. However, most of their trading volume is in NYSE-
and Amex-listed stocks. According to the Securities and Exchange Commission
(1994), the surviving regionals now do 97% of their business in NYSE and Amex
listed stocks, rather than in their exclusive listings.

In 1962 the New York Mercantile Exchange launched the National Stock
Exchange in an attempt to diversify by trading equities as well as commodities.
SEC Release No. 11744 (File No. 10-53) provides some details on the National
Stock Exchange. Many of the stocks previously traded on the National Stock
Exchange moved to the Boston Stock Exchange, where a few of them are still
listed. The National Stock Exchange, like the ECM, was an attempt to provide
an exchange market for stocks too small for the Amex. At that time, such tiny
stocks could trade only on the pre-Nasdaq over-the-counter market. However,
the National Stock Exchange suffered almost exactly the same fate as later befell
the ECM. Few stocks listed on the National, and it had a hard time gaining
visibility. Newspapers would not publish its stock quotes, so it had to buy
advertisements in The Wall Street Journal to disseminate its prices. The National
also suffered from reputation effects. Its president was a former Amex president
who had been forced to resign amidst a scandal at the Amex. After languishing
for several years, the National finally ceased trading in 1968, ironically in the
middle of one of the biggest bull markets in U.S. history.

4.2. The European experience

The European experience demonstrates that problems with small stock mar-
kets are not limited to auction markets. During the 1980s, virtually every stock
market in Europe established a special section for companies that were too
small to meet the normal listing requirements. These junior, or ‘incubator’,
markets used a variety of market mechanisms, usually ones similar to their
parent markets. For example, London’s Unlisted Securities Market was de-
signed as a continuous dealer market, and Amsterdam’s Official Parallel Market
as an auction market with a specialists-like hoekman. Other markets used
mechanisms for their small market segments that differed from those used in
their primary markets: Milan’s Mercato Ristretto and Paris’ Marché Hors Cote
used daily call auctions.

Many of these markets appeared to prosper for a short time, but ultimately
they all suffered from severe illiquidity and attracted few companies or investors,
as chronicled by Rasch (1994) and Bannock (1994). Amsterdam’s Official Paral-
el Market, which used an auction mechanism similar to the Amex, closed in
1993. London closed its Unlisted Securities Market, which was a dealer market,
in 199¢6.
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Bannock (1994) notes that all of the second-tier European markets for small
stocks were started by the major European exchanges, similar to the Amex
ECM. The adverse selection problem has also been a serious problem with the
European junior markets. Because most of the business on the major exchanges
comes from trading larger stocks, the small company tiers are seen as inferior
cousins of the main market. Companies move up to the main tier as soon as they
qualily, just as with the ECM,

4.3. Successful small capitalization stock markets

In contrast to the dismal record of failure for many small capitalization stock
markets, there have been some that have survived. In the U.S, Nasdaq now
reports a higher trading volume than that of the NYSE, and over 900 Nasdag-
listed firms that could list on the NYSE choose not to. This number was
estimated by using Compustat PC-Plus to search for Nasdaq-listed companies
that meet NYSE listing requirements for net tangible assets, pretax income, and
number of shares outstanding). Japan has created Jasdaq, a Nasdag-like market
that now lists almost twice as many stocks as the second section of the Tokyo
Stock Exchange. These markets have three things in common. First, both
markets grew out of pre existing over-the-counter markets. They were not just
mechanisms created in the search for listings. Second, both are dealer markets.
Finally, both are separate entities from the other national exchanges. By being
independent, they can specialize in doing the best possible job of serving their
target clientele, which might otherwise be overlooked in a market for large
companies. They also have a strong financial incentive to compete to retain
listings and prevent their successful firms {rom switching to the other markets.
Thus, many of the more successful firms remain in these markets for significant
periods of time, bolstering the markets’ reputation.

4.4. Other new initiatives Jor small capitalization stock markets

Other attempts are also underway to create special markets for smaller stocks.
London’s Alternative Investment Market (AIM]) has attracted over 260 stocks
with a market capitalization over six billion pounds sinee its inception in 1995.
The AIM operates a hybrid market that contains elements of both an auction
and a dealer market. The AIM system allows for the electronic matching of
orders in addition to displaying competing quotes.

European stock exchanges have launched new markets for smaller stocks in
Germany {Neuer Markt, 1997), France (Le Nouveau Marché, 1996), Brussels
{Le Nouveau Marché, 1997), and Amsterdam (NMAX, 1997). These markets
generally combine features of both auction and dealer markets. They are also
linking up in a project called Euro-NM, which will allow members of each
exchange to trade the small stocks listed on the other exchanges. This linkage is
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a direct response to the 1996 launch of Nasdaq, a Nasdaq-like system that is
independent of the national exchanges. It 1s still too early to tell how these
markets will do in the long term. As of October 1997, there were only 15 stocks
on Easdaq, 30 on France’s Nouveau Marché, and ten on Neuer Markt.

5. Summary and conclusions

The Amex Emerging Company Marketplace appeared to start successfully.
Bid-ask spreads fell for most of the listed firms. Volume results were mixed, with
reported trading volume rising substantially for some stocks but falling for
others. The visibility of most of the ECM firms increased, as evidenced by more
media coverage in the year after listing on the ECM. Interviews with officials of
ECM-listed firms indicate that they were satisfied with the trading of their
stocks on the ECM and with the services provided by Amex.

Nevertheless, the ECM failed. Several factors contributed to this failure. The
organizational structure of the Amex as a membership organization meant that
most Amex stakeholders had little to gain from the success of the ECM. Firms
affiliated with Nasdag market makers held almost one-fourth of the Amex
board seats, and these firms could have had a vested interest in secing the
venture fail.

The ECM also suffered from the same adverse selection problem that has
affected other junior markets. The successful firms graduated to the main Amex
as soon as they could, leaving the unsuccessful firms on the ECM. Scandals
affecting three of the original stocks damaged the ECM’s reputation for
monitoring the quality of its listings, one of its initial selling points. Indeed, the
poor quality of the firms earned the ECM the nickname ‘the submerging
company marketplace’. This poor reputation contributed to the reluctance of
other firms to list on the ECM, leading to a vicious circle of decline.

Because the ECM was owned by the Amex, there was no incentive for the
ECM to try to prevent its listings from moving onto the Amex, which exacer-
bated the adverse selection problem. One thing that the Amex could have done
differently would have been to encourage the successful ECM firms to stay on
the ECM longer in order to build up the reputation of the ECM market. It could
also have structured the ECM as a separate entity that would have had an
incentive to iry to retain its listings.

Even though many small firms traditionally choose a dealer market, the
auction market mechanism of the ECM could have been a viable way to
differentiate the ECM from Nasdag. Indeed, interviews with senior officials of
ECM-listed firms indicate that the ECM attracted firms that wanted an auction
market. Perhaps modifications to its auction market similar to the new hybrid
markets such as the AIM and Euro-NM would have broadened the appeal of
the market.
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Ultimately, the ECM was closed because it was redundant. It did not attract
firrns beyond those that would eventually have sought an Amex listing anyway,
and thus it was not worth the direct and reputational costs of operation. This
redundancy is what one would expect if firms are well informed and choose their
listing rationally.

For the designers and regulators of financial markets, especially in countries
that are developing new markets, the lessons are clear. Exchanges must properly
screen firms to prevent scandals from destroying confidence in the market. This
1s especially important for a new market with a small number of stocks. Markets
should seriously consider the limited liability form of ownership instead of the
traditional membership organization. Policy makers seeking to establish and
promote capital markets in their countries should nurture competition among
markets for listings. A firm in the process of deciding its listing policy should
consider, in addition to transaction costs, how a market mechanism affects the
visibility of its stock.

One interesting issue {or further research is to explore the reason that Nasdaq
has managed to avoid the adverse selection problem common to junior markets
and to retain the listings of many large companies that qualify for listing on the
Amex and the NYSE.

Appendix A

Amex Emerging Company Marketplace Companies (see Table 10).
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May 18, 2018

The Honorable Carolyn Maloney

Ranking Member

House Subcommittee on Capital
Markets, Securities, and Investment

House Committee on Financial Services

U.S. House of Representatives

Washington, DC 20515

The Honorable Bill Huizenga

Chairman

House Subcommittee on Capital
Markets, Securities, and Investment

House Committee on Financial Services

U.S. House of Representatives

Washington, DC 20515

Dear Chairman Huizenga and Ranking Member Maloney:

On behalf of the two million members of the Service Employees International Union
(SEIU), I urge you to oppose H.R.4015, the “Corporate Governance Reform and
Transparency Act,” and any similar legistation that seeks to undermine the fiduciary
relationship between the pension funds in which our members participate and the
proxy advisory firms used by those funds to provide the independent data and
research needed to make well-informed investment decisions.

SEIU members pasticipate in public and private-sector retirement and benefit plans,
with combined assets of more than $1 trillion. Our mission is to provide secure
retirernent benefits and meaningful health benefits to participants and beneficiaries
and to ensure that all plan assets are nsed for the exclusive benefit of participants and
beneficiaries.

We are deeply concerned with HL.R.4015 and with efforts by the bill’s proponents
which will have the effect of:

» Interfering in the independent process by which pension funds gather
data and research;

o Biasing in favor of corporations the research provided by proxy
advisory firms and paid for by pension funds;

* Unwittingly introducing additional costs to proxy advisory firms that
will trickle down to our pension funds and lower the return on
investment for our members;

* Dictating a new, untested, and burdensome SEC regulatory scheme
when there is already an existing proven regulatory system established
under the Investment Advisers Act of 1940 and the Securities
Exchange Act of 1933; and

» Inadvertently limiting competition in the proxy advisory industry by
setting new barriers to market entry, thereby precluding new market
entrants and/or leading smaller proxy advisory firms to exit the
industry altogether.

Further, we reject the underlying assertion advanced by H.R.4015: that pension funds
and other institutional investors are unwilling or unable to formulate independent
investment decisions, and that we blindly follow the advice provided by proxy
advisory firms. This is an irresponsible and misleading representation of the due
diligence our corporate governance team and board of trustees so carefully exercise.
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To be clear, SEIU and the National Industry Pension Fund (NIPF) have a fiduciary obligation to carry
out our duties in the best interest of the plan’s participants and their beneficiaries. We are accountable to
our members and take this responsibility seriously.

The “solution” proposed under H.R. 4015 is to place corporations, which account to us, the
shareholders, in the role of unchallenged authority figures. If enacted, the legislation would provide
corporations 2 federally mandated right to review and effectively edit the very proxy research reports of
which they are the subject — and which we commissioned and paid for. Simply put, we believe the
legisiation is a solution in search of a problem.

As you know, there is a retirement savings crisis in our country and there are sound legislative proposals
that will help our nation’s workers and their families achieve financial security. H.R.4015 is not one of
them. Contrary to the claims of the bill’s supporters, H.R 4015 will significantly weaken and undo
existing protections that you have championed on behalf of America’s workers.

For these reasons, SEIU respectfully urges you to oppose H.R 4015 and any similar legislation,
including similar language that was included as part of the Financial CHOICE Act. We may add future
votes on this legislation to our legislative scorecard. If you have any questions, please contact John
Gray, Legislative Director, at 202-730-7669 or John.Gray@seiu.org.

Sincerely,

7
Ma;y Kay Henry
Internafjonal Predident

MKH:JG:jf
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May 21, 2108 m i US

1211 Avenue of the Americas
19% Flgor

The Honorable David Kustoff New York, NY 10036

Phone: (202) 448-1985

United States House of Representatives Fax: (866} 516-6923

Washington, DC 20515
Dear Congressman Kustoff:
RE: H.R. 5054, Small Company Disclosure Simplification Act of 2018

| am writing to you as President and CEO of XBRL US, a national, nonprofit standards consortium.
The mission of XBRL US is to encourage the use of public business information in a standardized
format, to reduce unnecessary data processing costs, waste, and time delays; and to improve the
efficiency of reporting between business, government, and the public. XBRL US is a member-
driven organization, representing accounting firms, public companies, software companies, other
nonprofits, data intermediaries, and service providers.

XBRL is an open, freely available, nonproprietary financiai data standard which is widely used in
both U.S. and non-U.S. markets.

As a standards organization, we seek to improve efficiencies in the processing of data for the
entire supply chain, from the creator of the data to the consumer of the data. As such, we are in
agreement with the goals of the legislation to simplify disclosure requirements and reduce the
burden on small companies. We disagree however, with the XBRL exemption in H.R, 5054, which,
if passed, will have the oppostite impact on both public companies and investors,

Much has changed since the bill was first introduced.

This bill was eriginaily proposed in 2013, At that time, concerns were raised about how many
investors actually used XBRL-formatted financial company data. There were also concems and
misperceptions about the cost to issuers, of preparing XBRL. Much has changed over the past
five years, establishing even more compelling reasons to not move forward with H.R. 5054.

Regulators, investors, media & more, rely on XBRL data.

Regulators. The Securities and Exchange Commission (SEC) uses XBRL-formatted data in their
own analysis. While we have heard this anecdotally for some time, a recent rule proposal for
Auditor Independence With Respect to Certain Loans or Debtor-Creditor Relationships' states in
a footnote, “This estimate is based on staff analysis of XBRL data submitted with EDGAR filings
of Forms 10-K, 20-F and 40-F and amendments filed during the calendar year of January 1, 2017
to December 31, 2017.” This is just one example demonstrating that computer-readable public

t https://www.sec.gov/rules/proposed/2018/33-10491. pdf
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company data is used by regulators in analysis required to prepare rule proposals. Access to
XBRL data enables faster, iess expensive, more timely analysis for regulators.

Investors and the media. Most investors obtain financial data from commercial providers such
as Thomson Reuters, S&P Market intelligence, CalcBench, idaciti, and intrinio, among other large
and small data providers. All of these organizations use XBRL data in their database offerings to
investors. Data providers offer access to data through analytical tools, data downloads, or APis?
{application program interface). One provider offers XBRL data through APIs which are accessed
today by 25,000 users. Here are two examples of how the media and investors use XBRL data
through commercial data providers:

e Media:  htipsi/iwww.cnbe.com/2018/05/13/closer-ceo-pay-ratios-may-generate-higher-

profit-per-warker.htmi
+ Investment research: hitps/Awww. morganstaniey.comfideas/corporale-tax-savings

In fact, investors want more, not less, automated data. The CFA Institute, which represents
investment professionals (over 120,000 members in 140 countries), published a study in 2016 on
Data and Technology: Transforming the Information Landscape®. In that paper, the CFA Institute
states:

“... data from earnings releases remain unstructured, and XBRL versions are voluntary. We believe that
requiring companies to tag their earnings releases, ... will be beneficial for investors...Some very rich data
exist in the management's discussion and analysis (MD&A) section of filings. Unfortunately, the MD8A
section falfs outside the scope of the XBRL mandate. Requiring this section and other numeric data to be
tagged would open up a trove of valuable data for afl investors.”

General public. XBRL-formatted, computer-readable data is accessed by the general public
through online services and databases. For example, Google BigQuery® now carries full SEC
public company datasets.

XBRL preparation for small issuers averages $10,000 per vear.

A study conducted jointly by XBRL US and the AICPAS, found that 69% of small filers paid $10,000
or less for a full year of XBRL preparation. Median charges were $8,000. Companies that paid
higher amounts, did 5o due to complexities in their financial statements and rush charges imposed
given last minute changes to the filings.

2 an application program interface {APH} is a set of routines, protocols, and tools for building software applications.
3cra Institute, Data & Technology: Transforming the Financial Information Landscape, June 2016,

http:/fwww clapy /doifpdf{10.246%¢cb vI016.07.1

* Google Bigluery: httpsy/) /details/sec-public-data-bo/sec-public-
datasetPutm_source=Master% 20List&utm_campaign=0ficOaZe?f-
EMAIL_CAMPAIGN_2018_04_19&utm_medium=email&utm_term=0_da5920711b-0fic0a7e7f-106277581

¥ AICPA XBRL Custs Study, Dacerber 2014,

hitos:/ fvevew aicpa. as/frefacco i i by v 1dy.asp:

cloud.google.com/i
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An argument can be made that any cost, regardless of amount, can be considered a burden. But
we question whether an additional $10,000 per year, is enough to make a small company choose
ot to go public; or if it limits a company’s ability to hire more staff, invest in more R&D, or introduce
more new products,

infine XBRL eliminates dual filing and reduces company burden.

The SEC published a formal proposal in 2017 to switch fo Inline XBRL, a technical specification
which provides the same benefits of computer-readability and automation afforded by XBRL, ina
filing that combines HTML and XBRL into a single document. Inline XBRL will facilitate a
reduction in the preparation time and burden of filing on public companies; and at the same
time, it will improve the quality of reported data because there is no ambiguity between the two
separate filings. We expect this proposal to go to final rule in the near future.

Foreign private issuers now have an XBRL requirement for U.S. SEC reporting.
in 2017, the SEC approved the IFRS Taxonomy, which triggered the requirement that all foreign
private issuers that report to the SEC’s EDGAR system must now do so in XBRL format.

Structured data is more widely used beyond SEC reporting.

Since 2013, XBRL usage has expanded far beyond SEC repoding. The U.S, Depariment of
Energy, in partnership with industry, has developed a structured data program to reduce the soft
costs of financing solar systems. This program spans broad use cases covering project finance,
construction, operations, insurance, and feasibility; it has garnered broad industry support. The
surety insurance industry has also embarked on a program to bring standards into the
underwriting process.

Outside the U.S., the European Securities Markets Authority (ESMA) has mandated the use of
Inline XBRIL. for public company reporting, a program that goes into effect in 2020.

The bottom line impact of H.R. 5054

If HR. 5084 were to pass, 60%5 of the data that is relied upon today by regulators, investdrs,
media, and the general public, would no longer be available in computer-readable form.

Most small companies would opt to not report in XBRL. Despite the option to continue
reporting in XBRL, that the legislation allows for small companies, most small companies would
opt out of XBRL. Corporations focus on meeting compliance requirements; if not required, the
assumption would be that computer-readable data is not needed. Investors, not management,
should determine if computer-readable data is needed by investors.

6 We estimate that, at a cutoff of $250 million in revenue, 60% of public companies would no longer be required to
fite in XBRL format,

N o
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Small companies would be at a disadvant to large panies in attracting investment
dollars. Large companies would continue to report in a format that is easier to accass, extract
from, and database. Smaller companies wouild revert to reporting in paper-based formats {text or
htmi) which is substantially more difficult and more expensive, to extract from, database, and
analyze. Investors would demand a higher return from small companies because the cost of
analyzing them is higher.

The costs would be higher for small companies in the long run. All companies today have
an established process for XBRL preparation and reporting. H.R. 5054 would disrupt that process,
and require small companies to re-establish that process in three to five years, incurring the costs
of relearning how to prepare in XBRL, investigate software solutions, etc. The investment these
companies have already made, would be lost.

American taxpayers would pay for the higher cost of regulation. First, data coilection and
analysis costs for regulators would increase as they would need to establish two different
processes for different types of data. Second, data that is not computer-readable is substantially
more expensive to process and analyze - the cost of analyzing small company data would
increase significantly. Regulators would be required fo perform the same job they do today,
analyzing companies, but with fewer fools to perform that analysis in an efficient, cost-effective
manner.

investors would be limited in the research they can conduct on small companies. The lack
of computer-readable data on small companies would increase the cost of analyzing these
companies. It's important to note that small companies, particularly those that are considering an
PO, need historical data on small companies to determine how other startups have performed
and to make informed decisions. If that data is more expensive, and more difficult to access, it
hinders their ability to perform due difigence.

Conclusion

The cost of XBRL preparation is not stopping companies from going public. it is not curbing smalt
companies from making the investment in R&D and staff to grow their business.

We urge the Committee to consider the investment that has already been made by public
companies, and by regulfators in adopting the XBRL standard for corporate reporting. The benefits
of this program are here today, in terms of reduced processing and data collection costs for
regulators, investors, and other data consumers, including private and public companies
conducting peer analysis.

RHAL U e natnny taviintn
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Standards have always proved out over time to be an effective long-term solution te improve
efficiency, reduce costs and waste. Standards allow the smooth flow of information that makes
U.8. capital markets efficient.

We appreciate the opportunity to provide our recommendations and are available to respond to
any questions the Commission may have. | can be reached at campbell.pryde@xbrl.us or (317)
582-6159.

Sincerely,

Campbell Pryde,
President and CEQ, XBRL US, Inc.

CC:

The Honorable Bill Huizenga .
Chair, House Subcommittee on Capital Markets, Securities and Investments
United States House of Representatives

The Honorable Carolyn B. Maloney
Ranking Member, House Subcommittee on Capital Markets, Securities and Investments
United States House of Representatives

Members of the House Subcommitiee on Capital Markets, Securities and Investments
United States House of Representatives
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